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UNS  Ele ctric, Inc. ("UNS  Ele ctric" or "Compa ny"), through unde rs igne d couns e l, he re by

s ubmits  its  Initia l P os t-He a ring Brie f in s upport of its  re que s te d re lie f in Docke t No. E-04204A-

06-0783. UNS  Ele ctric ne e ds of the  ra te  re lie f tha t is  has  requested in this  case . In fact, severa l

circumstances have  uniquely converged upon die  Company which are  the  cause  of this  need.

Firs t, UNS Ele ctric ha s  e xpe rie nce d unpre ce de nte d growth in its  se rvice  te n'itory re quiring

the  Compa ny to e xpe nd millions  of dolla rs  to e ns ure  s a fe  a nd re lia ble  s e rvice . Second, the

Company has  no ba se  load gene ra tion and its  current full requirements  power contract expire s  in

May 2008, requiring the  Company to spend millions  of dolla rs  more  to acquire  replacement power.

And, third, within the  ne xt twe lve  months , the  Compa ny will ha ve  to re fina nce  a ll of its  long-te rm

10 de bt, in the  a mount of $60 million.

11

12

1 3

14

1 5

16

1 7

1 8

These  factors , combined wide  the  ra te  increa se  mora torium tha t had been in place  for the

las t three  yea rs  have  crea ted a  "pe rfect s torm" of need requiring immedia te  and full ra te  re lie f

The  Company's  ra te  reques t is  de s igned to mee t its  needs  with a  ra te  increa se  tha t is  jus t

and reasonable . As  se t forth more  fully he re in, the  Company has  supported each aspect of its  ra te

re que s t with cle a r a nd convincing e vide nce . Accordingly, UNS  Ele ctric re spe ctfully re que s ts  tha t

the  P re s iding Adminis tra tive  La w J udge  is s ue  a  Re comme nde d Opinion a nd Orde r tha t, ba s e d

upon the  evidence  in the  record, grants  the  Company the  ra te  increase  and other re lie f requested in

this  ca se . In support he reof, UNS Electric s ta te s  a s  follows:

1 9 INTRODUCTION.

20

2 1

22

23

On De ce mbe r 15, 2006, UNS Ele ctric file d its  a pplica tion for the  e s ta blishme nt of jus t a nd

reasonable  ra te s . This  is  the  Company's  firs t ra te  ca se  s ince  it a cquired Citizens  Communica tions

Compa ny's  ("Citize ns") Arizona  e le ctric a s se ts  in 2003 a nd a gre e d to a  ra te  fre e ze  tha t e xte nde d

through the  e nd of July 2007.1 UNS Ele ctric ha s  shoulde re d s ignifica nt growth-re la te d e xpe nse s

24

25

26
1

27

Arizona Corporation Commission Decision No. 66028 (July 3, 2003) at 31. UNS Electric is submitting
an accompanying Appendix that includes the excerpts of the record and other materials cited in the
footnotes of this brief. The numbered tab of the Appendix corresponds to the footnote.

1
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s ince  tha t time , a nd thos e  ongoing cos ts  will combine  with othe r cha lle nge s  to  thre a te n the

Company's  viability unle ss  appropria te  ra te  re lie f is  granted.

UNS Electric face s  pe rs is tent high growth ra te s  in its  se rvice  a rea , which includes  Mohave

a nd Sa nta  Cruz Countie s . S ince  2003, UNS Ele ctric's  inve s tme nt in ne t utility pla nt ha s  grown by

ne a rly 70%. Ove r the  pe riod 2006 through 2009, ne t pla nt inve s tme nt is  e xpe cte d to grow by

nea rly 50% without even taking into account potentia l new gene ra ting facilitie s .

In a ddition to building out its  dis tribution ne twork to s e rve  cus tome rs ' growing ne e ds ,

UNS  Ele ctric mus t s oon re pla ce  its  curre nt e ne rgy s upply contra ct with P inna cle  We s t Ca pita l

Corpora tion  ("P inna cle  We s t"), which  e xpire s  a t d ie  e nd  of Ma y 2008 (the  "P inna cle  We s t

contra ct"). UNS  Ele ctric mus t re pla ce  this  full-re quire me nts  contra ct wide  whole s a le  powe r

purchases, newly developed genera tion asse ts , or a  combination of both.

UNS  Ele ctric a lso fa ce s  a n impe nding ne e d to re fina nce  a ll of its  long-te rm note s , ha ving

an aggrega te  principa l amount of $60 million.

UNS  Ele ctric mus t ha ve  a cce s s  to the  ne ce s s a ry fina ncia l re s ource s  to me e t its  growing

needs , and cus tomers  would be  we ll se rved if the  Company possessed sufficient financia l s tability

and creditworthiness  to access  such resources  on reasonable  te rms . Without sufficie nt re ve nue s ,

UNS  Ele ctric will incur a dditiona l cos ts  to me e t the se  cha lle nge s . Those  incre a se d cos ts  will le a d17

18

19

20

21

to higher ra tes  for cus tomers  in the  future .

UNS  Ele ctric re que s ts  tha t the  Commiss ion ta ke  the  ne ce ssa ry s te ps  to e nsure  tha t UNS

Ele ctric re ma ins  a  via ble  a nd cre ditworthy public s e rvice  corpora tion for pre s e nt a nd future

customers . As  UNS  Ele ctric 's  Chie f Exe cutive  Office r, Mr. J a me s  S . P igna te lli s ta te d a t the

22 he a ring:

23

24
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S ince  tha t time  [UNS  Ele ctric's  a cquis ition of Citize ns  e le ctric a s s e ts  in Augus t
2003], we  have  increa sed our commitment in ha rd a sse ts  by about 70 pe rcent. We
have  put anothe r $70 million into this  group of a sse ts . We  have  not taken any ca sh
out. We  ha ve  only put ca s h  in , a nd we  a re  continuing to  inve s t. Our a ctua l
cons truction expenditures  on an annua l bas is  going forward a re  be tween 35 and 50
million  a nnua lly. Tha t's  jus t not to  me e t growth, tha t's  a ls o  to  provide  a  s a fe ,
re lia ble  de live ry sys te m.

27
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We  ope ra te , in my 48 ye a rs  of e xpe rie nce , a  le a n ope ra tion. By tha t I me a n I don't
see  where  we  could squeeze  any more . It wouldn't be  in the  public inte res t for us  to
s que e ze  a ny more . Ye t whe n I look a t the  re comme nda tions  of RUCO a nd S ta ff,
and, frankly, a t our own reques t, those  a re  insufficient to ma inta in a  highly re liable ,
safe system.

4
If you gra nte d e ve rything tha t RUCO ha s  re comme nde d, including the ir 9.3 re turn
on e quity, we  would re a lize  a bout a  2.5 pe rce nt re turn on e quity. I ca n't fina nce  a t
2.5 pe rce nt. It wou ld  be  imprude n t o f me  a s  a  u tility ma na ge r to  inve s t my
sha reholde rs ' money a t 2.5 pe rcent. And, frankly, if we  got S ta ffs  re commenda tion
with its  10 pe rcent recommended re turn on equity, we  would ea rn about 4.5 pe rcent
re turn on equity. Tha t's  compounded by the  his torica l te s t yea r.

And I fe e l like  I'm s wimming ups tre a m s ome time s , but I think thos e  a re  the  fa cts
tha t have  to be  understood in establishing ra tes  in this  s ta te .

sha reholders  funds  in the  utility bus iness .2

S imply s ta te d , UNS  Ele ctric  ne e ds  the  ra te  re lie f it is  s e e king  to  me e t a  unique  a nd

unprecedented se t of challenges.

In a ddition to the  ne ce s s a ry ra te  re lie f, UNS  Ele ctn 'c is  re que s ting a pprova l of a  ne w

Purcha se d Powe r a nd Fue l Adjus tme nt Cla use  ("PPFAC") in orde r to e ffe ct time ly re cove ry of its

new power supply resources  upon the  expira tion of the  P innacle  West contract in May 2008 .

The  Company furthe r seeks  approva l of a  pos t-te s t-yea r ra te  base  adjus tment for the  Black

Mounta in  Ge ne ra ting S ta tion ("BMGS "). This  a djus tme nt will provide  the  fina ncia l me a ns  to

e na ble  UNS  Ele ctric to a cquire  BMGS , thus  dive rs ifying the  Compa ny's  powe r supply re source s

If we  got e ve rything we  re que s te d , including 11.8  re turn  on e quity, we  would
re a lize  a bout a n 8 pe rce nt re turn on e quity whe n we  ge t into one  full ye a r of diode
ra te s  be ing e s ta blishe d. Tha t is  ba re ly sufficie nt for me  to ma ke  a n inve s tme nt of

a nd providing subs ta ntia l ope ra tiona l a nd iina ncia d be ne fits  to the  Compa ny a nd it cus tome rs . In

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22 Overview of Electric Rate Case.

23

conne ction with this  pote ntia l a cquis ition, UNS  Ele ctric ha s  re que s te d a pprova l of the  ne ce ssa ry

fina ncing a uthority for the  a cquis ition.

A.

A brie f ove rvie w of s ome  s ignifica nt a s pe cts  of the  Compa ny's  ra te  re que s t is  provide d

24 here in to demonstra te  the  scope  of re lie f tha t is  necessa ry for UNS Electric to mee t the  needs  of its

cus tome rs  in the  future . In pa rticula r, UNS  Ele ctric is  re que s ting: (i) a  ba se  ra te  incre a se  of $8.525

26

27
2 Tr. (Pignatelli) a t 57-59.
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6

7

million, or a pproxima te ly 5.5 pe rce nt, (ii) the  inc lus ion of Cons truc tion-Work-in-P rogre s s

("CWIP") in ra te  base  and a  Return on Equity ("ROE") of 11.8% -- both of which are  necessary to

me e t the  fina ncia l de ma nds  of UNS  Ele ctric 's  unique  circums ta nce s , a nd (iii) a  modifie d ra te

de s ign, including a n inve rte d block ra te  s tructure , ma nda tory Time -of-Us e  ("TOU") ra te s  for

certain cus tomer classes  and consolidation of our Mohave and Santa Cruz pricing plans .

Firs t, UNS Electric reques ts  dirt 810.8 million of tes t-year CWIP be  included in ra te  bas e .

This  CWIP is  the  re s ult of unprecedented growth tha t has  occurred in the  UNS Electric s e rvice

8 area . UNS Electric anticipa tes  tha t it will continue  to make  subs tantia l capita l inves tments  for the

9

10

11

12

1 3

14

1 5

16

1 7

1 8

1 9

20

2 1 res idential ,

22

23

24

fore s e e a ble  future . Unle s s  CWIP  is  include d in ra te  ba s e , UNS Ele ctric will s uffe r ina de qua te

re turns  on its  inves tment and a  deteriora ting financia l condition

Second, UNS Electric reques ts  an ROE of 11.8 pe rcent. UNS Electric is  by no means  a

la rge  company. Howe ve r, it fa ce s  ma ny of the  s a me  cha lle nge s  a nd ris ks  tha t la rge r e le ctric

companies  face , but with a  much smalle r ba lance  shee t and a  more  precarious  financia l pos ition.

In light of the  high capita l requirements  as socia ted with new plant inves tment, the  need to replace

100% of its  power supply and long-term debt, the  presence of a  speculative-grade credit ra ting and

lack of any common dividend, an ROE of 11-8 percent is  both reasonable  and necessary to a ttract

the  capita l needed by UNS Electric.

Third, UNS Ele ctric re que s ts  a pprova l of its  propos e d ra te  de s ign. The  propos e d TOU

ra te s , in combina tion with the  inve rte d block ra te  s tructure , will e ncoura ge  cons e rva tion while

offe ring cus tome rs  a n opportunity to s a ve  mone y. The  Compa ny's  propos a l to pla ce  a ll ne w

ne w s ma ll ge ne ra l s e rvice , a nd ne w a nd e xis ting la rge  ge ne ra l s e rvice  cus tome rs

(gre a te r tha n  l,000kW) on  TOU ra te s  would  ma ke  it more  like ly tha t the  goa l of s h ifting

cons umption to off-peak periods  would be  met. Fina lly, the  crea tion of a  unified ra te  s tructure  for

cus tomers  in Cochis e  and Santa  Cruz County would e limina te  an indefens ible  dis parity be tween

25 elecMc costs in the two areas.

26

27

UNS Electric be lieves  the  re lie f it is  reques ting is  fa ir, jus t and rea s onable . To da te , the

Company has  managed to meet its  growth-re la ted needs  cha llenges  through tight budge ting and

4
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4

ca pita l infus ion by its  ultima te  pa re nt compa ny, UniS ource  Ene rgy Corpora tion ("UniS ource

Ene rgy"). But without a de qua te  ra te  re lie f to cove r the  cos t of ca pita l a nd othe r e xpe ns e s

pa rticula rly give n its  impe nding re fina ncing a nd powe r s upply ne e ds  ... it is  unlike ly tha t UNS

Electric will be  able  to a ttract capita l and obta in trade  credit on reasonable  tenns .3

5 B. Ove rvie w o f the  P P FAC.
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Although UNS  Ele ctric curre ntly ha s  a  P P FAC, it is  ba s e d on the  curre nt P inna cle  We s t

contra ct ra te . Tha t contra ct is  a  full re quire me nts  contra ct a t a  fixe d price . Howe ve r, tha t contra ct

e xpire s  a t the  e nd  of Ma y 2008 a nd UNS  Ele ctric  will be  a cquiring  powe r from a  va rie ty of

sources  - not a  s ingle  fixed price  contract. The  current PPFAC is  not des igned to address  the  cos t

of whole sa le  e le ctricity a fte r Ma y 2008. The  pa rtie s  a ll a gre e  tha t the  ne w P P FAC ne e ds  to be  in

place  e ffective  June  1, 2008.

Although UNS  Ele ctric initia lly propos e d one  ve rs ion of a  P P FAC, S ta ff ha s  propos e d a

P P FAC s imila r to the  one  a dopte d in the  re ce nt Arizona  P ublic S e rvice  Compa ny ("AP S ") ra te

ca s e . UNS  Ele ctric a gre e s  with - a nd is  pre pa re d to a dopt - S ta fFs  propos e d P P FAC with two

exceptions . Firs t, UNS  Ele ctric ha s  s ought to  re cove r through the  P P FAC the  procure me nt,

s che duling a nd ma na ge me nt fe e s  re la te d to the  a cquis ition of whole sa le  powe r. S ta ff disa gre e s

a nd a s s e rts  thos e  fe e s  could be  re cove re d through ba s e  ra te s . Howe ve r, UNS  Ele ctric ha s  not

incurre d s uch cos ts  be fore , a nd a s  a  re s ult the y a re  not include d in te s t-ye a r e xpe ns e s . UNS

Electric should not have  to de fe r recovery of those  legitima te  cos ts  until its  next ra te  case . Second,

a lthough  S ta ff d id  no t p ropos e  a  ca p  on  the  P P FAC in  its  p re -file d  te s timony due  to  UNS

Ele ctric's  circums ta nce s , it did s ubmit a  propos a l for a  ca p on the  Forwa rd Compone nt of the

PPFAC a t the  ve ry e nd of the  he a ring. This  proposa l could le a d to a n e normous  le ve l of de fe rre d

23

24
3

25

26

Attachment 1 to this brief is Exhibit D.TD-6 to the Rejoinder Testimony of Dallas J. Dukes (Ex. UNSE-
25), which provides a comparative summary of the adjustments to rate base, to operating income and to
operating expenses that reflects the Company's final position on those adjustments as set forth in
Rejoinder Testimony. The Company's final position is also set forth in the Final Schedules that were
filed in this Docket on October 11, 2007.

27
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4 Overview of the Black Mountain Generating Station.
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26

power cos t recove ry for the  Company - a  leve l tha t the  Company may be  ha rd pre ssed to finance .

Impos ing tha t pote ntia l fina ncia l burde n on the  Compa ny give n its  unique  circums ta nce s  a t this

time  is  not in the  public inte re s t.

c .

BMGS  is  a  90 me ga wa tt ("MW") ga s -fire d powe r pla nt be ing built in the  Kinsma n a re a  by

UniS ource  Ene rgy De ve lopme nt Compa ny ("UED"), a nothe r UniS ource  Ene rgy subs idia ry. UNS

Ele ctric  ha s  propos e d a cquiring BMGS  a s  pa rt of its  re pla ce me nt powe r portfolio  whe n the

P innacle  West full-requirements  contract expire s .

The  Compa ny ha s  pre s e nte d e xte ns ive  a nd la rge ly unconte s te d te s timony a nd a na lys is

de scribing the  ope ra tiona l a nd fina ncia l be ne fits  tha t would re sult from UNS Ele ctric's  owne rship

o f BMGS . The  a cquis ition would dive rs ify the  Compa ny's  e ne rgy portfolio  while  providing

importa nt pe a king a nd a ncilla ry s e rvice  be ne fits  in the  Moha ve  County a re a . In the  long te rm,

owning the  pla nt would be  s ignifica ntly le s s  e xpe ns ive  tha n ha ving to purcha se  the  e quiva le nt of

its  90 MW output in the  ma rke t.

To  a llow the  purcha s e  o f BMGS , UNS  Ele c tric  is  s e e king  two  ke y ru lings  Hom the

Commiss ion. Firs t, the  Compa ny re que s ts  a uthority to is sue  up to $40 million in ne w de bt a nd to

re ce ive  u p  to  $ 4 0  millio n  in  e q u ity co n trib u tio n s  to  a s s is t in  th e  a cq u is itio n . S ta ff ha s

recommended approva l of the  requested financing authority.

S e cond, the  Compa ny is  s e e ldng a  pos t-te s t-ye a r a djus tme nt to its  ra te  ba s e  to re fle ct

BMGS. The  adjus tment would take  e ffect when the  plant commences  commercia l ope ra tion but in

no e ve nt e a rlie r tha n J une  l, 2008 .- the  da y a fte r the  P inna cle  We s t contra ct e xpire s . This

a djus tme nt initia lly would be  re ve nue -ne utra l, a nd in the  long-run, would re s ult in  a  re duce d

23 re ve nue  re quire me nt compa re d to ma rke t purcha se s  of e quiva le nt ca pa city. The  re que s te d ra te

24 ba se  tre a tme nt a lso provide s  the  Compa ny sufficie nt ca sh flow to support the  $60 million to $65

million of ca pita l ne e de d for the  a cquis ition. Give n the  s ize  of this  inve s tme nt re la tive  to UNS

Ele ctric's  e xis ting a s se t ba se , a nd the  looming ma turity of a ll of the  Compa ny's  long-te rm de bt in

August 2008, the  requested adjus tment offe rs  the  only rea lis tic way to e ffect the  acquis ition.27
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4

5

Unde r the  Compa ny's  propos a l, UNS  Ele ctric would incre a s e  the  a ve ra ge  ba s e  de live ry

cha rge  to cus tome rs  by a pproxima te ly 0.6 ce nts  pe r kph while  rna ldng a  corre sponding de cre a se

of 0.6 ce nts  pe r kph to the  ba s e  powe r s upply ra te . The  ra tiona le  for re ducing the  ba s e  powe r

s upply ra te  is  tha t UNS  Ele ctric, by a cquiring this  fa cility, will be  a ble  to a void buying up to 90

MW of wholesa le  marke t capacity, a s  we ll a s  re la ted ancilla ry and transmiss ion se rvices .

6 1. UNS ELECTRIC'S REVENUE REQUIREMENT
INCREASE ARE JUST AND REASONABLE.

AND RELATED RATE

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22 UNS Elec tric 's  Propos ed Rate  Bas e  is  Reas onable .

23

24

UNS Electric ha s  reques ted a  gross  revenue  increa se  of $8,468,638, or approxima te ly 5.6

pe rcent. Curre nt ra te s  a re  ins ufficie nt to  a llow the  Compa ny to re cove r its  cos ts  a nd e a rn a

re a sona ble  ra te  of re turn on its  inve s tme nt. This  is , in la rge  pa rt, due  to incre a se d growth in UNS

Ele ctric's  s e rvice  te rritory a nd the  re la te d incre a s e  in ca pita l e xpe nditure s  a nd ope ra ting cos ts .

UNS  Ele ctric ha s  a n origina l cos t te s t ye a r ra te  ba se  ("OCRB") of $14l,036,562, a  fa ir va lue  te s t

ye a r ra te  ba se  ("FVRB") of $l77,847,579, a nd ha d a n a djus te d te s t-ye a r ne t ope ra ting income  of

$8,770,016 The  Company seeks  an ove ra ll ra te  of re turn ("ROR") of 7.85 pe rcents  on FVRB, and

a n ope ra ting income  tota ling $13,950,796 The  Compa ny a lso s e e ks  a  we ighte d a ve ra ge  cos t of

capita l ("COC") of 9.89 pe rcent, ba sed on a  6.36 pe rcent cos t of short-te rm debt, an 8.22 pe rcent

cos t of long-te rm debt, an 11.80 pe rcent cos t of common equity, and a  capita l s tructure  cons is ting

of 3.97 percent short-te rm debt, 47.18 percent long-te rm debt and 48.85 percent common equity.

Ba s e d on its  re que s te d ra te  ba s e , curre nt ope ra ting income  a nd re que s te d ROR, UNS

Ele ctric  pre s e n tly ha s  a n  ope ra ting  income  de fic ie ncy of $5 ,l80 ,780 , thus  e n titling  it to  a n

$8,468,638 gross revenue increase.

A.

UNS  Ele ctric re que s ts  a n OCRB of $141,036,562 a nd a  FVRB of $177,847,579. UNS

Ele ctric  p rovide d  in fo rma tion  pe r th re e  va lua tion  me thodo log ie s : (1 ) o rig in a l c o s t,  (2 )

25

26
4

27

In his Rebuttal Testimony, Mr. Grant recommends that the Commission apply the weighted average cost
of capital (9.89 percent) to the Company's FVRB in this proceeding. However, as stated by Mr. Grant,
UNS Electric is  willing to limit its  ra te  request to the  increase  origina lly sought in its  Applica tion (i.e .,
$8,468,638 gross revenue increase). Due  to this  limita tion, the  Compa ny's  propos e d re ve nue
requirement reflects an overall rate of return of approximately 7.85 percent on FVRB .
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9

10

11

12

re cons truction cos t ne w le s s  de pre cia tion ("RCND"), a nd (3) fa ir va lue . Ba s e d on Commis s ion

pre ce de nt, the  fa ir va lue  wa s  de te rmine d by a dding toge the r origina l cos t a nd RCND ra te  ba s e

amounts  and dividing tha t tota l by two.

As  re fle cte d in S che dule  B-1 in the  Compa ny's  ra te  filing pa cka ge , the  re que s te d OCRB

re fle cts  a  ne ga tive  a cquis ition a djus tme nt of $93.3 million a ris ing from the  purcha se  of Citize ns '

e le ctric utility prope rtie s  in 2003. On a n RCND ba s is , this  ne ga tive  a cquis ition a djus tme nt is

$150.1 million. As  de s cribe d in the  te s timony of Mr. P igna te lli, this  highly unus ua l a cquis ition

adjus tment se rve s  to lower the  ra te s  tha t UNS Electric would othe rwise  need to cha rge .5 None  of

the  pa rtie s  disputed the  ca lcula tion of this  acquis ition adjus tment.

The  ma in ra te  ba s e  is s ue  be twe e n the  Compa ny a nd die  othe r pa rtie s  conce rns  CWIP .

RUCO propos e d s e ve ra l othe r a djus tme nts  to  ra te  ba s e  tha t ne ithe r UNS  Ele ctric nor S ta ff,

support.

13 1. P ro te c t in g  UNS  Ele c t r ic ' s  fin a n c ia l in te g rity.

14

15

16

17

18

19

20

21

22

23

24

This  is  a  critica l time  for UNS  Ele ctric. It mus t re fina nce  $60 million in long-te rm de bt in

Augus t 2008. It mus t procure  a pproxima te ly 450 MW of ca pa city by June  1, 2008, to re pla ce  the

P inna cle  We s t contra ct.6 It fa ce s  continuing high growth in its  s e rvice  a re a , contributing to "ve ry

high e xpe nditure  le ve ls  a nd ve ry we a k ope ra ting ca s h flow."7 Without its  re que s te d re lie f, UNS

Ele ctric will fa ce  highe r cos ts  whe n re fina ncing its  long-te rm de bt. It will fa ce  highe r cre dit cos ts

whe n procuring fue l a nd purcha s e d powe r, pote ntia lly to a  point tha t limits  its  a cce s s  to ce rta in

type s  of whole s a le  powe r re s ource s . And it will fa ce  highe r cos ts  of a cquiring the  ne ce s s a ry

capita l to meet needs  crea ted by growdi in its  se rvice  a rea .

UNS Electric faces  rea l and s ignificant risks  of financia l de te riora tion absent adequa te  ra te

re lie f. Its  a nnua l ca s h flow a fte r ca pita l e xpe nditure s  fe ll from ne ga tive  $447,000 in 2004 to

ne ga tive  $9,414,000 in 2005 a nd is  e xpe cte d to drop pre cipitous ly to ne ga tive  $33,100,000 in

25

26

27
5

6

7

Tr. (P igna te lli) a t 86-87.
Ex. UNSE-36 (Grant Raj binder) at 4.
Ex. UNSE-34 (Grant Direct) at 3, Tr. (Grant) at 1001-02.
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11
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13

14

15

16

2007.8 Ne t Ca s h Flow a s  a  pe rce nta ge  of Ca pita l Expe nditure s  wa s  only 35 pe rce nt in 2006,

compared to the  indus try median of 86 pe rcent.9 This  means  tha t UNS Electric will la rge ly depend

on outs ide  ca pita l to fund ongoing ca pita l e xpe nditure s .10 Als o, in 2006, UNS  Ele ctric's  Funds

from Ope ra tions  ("FFO") inte re s t cove ra ge  wa s  a t 3.lX whe n the  indus try me dia n wa s  4.3x.*1 In

2003, UNS  Ele ctric wa s  a s s igne d a  cre dit ra ting from the  Na tiona l As s ocia tion of Ins ura nce

Commis s ione rs  ("NAIC") of NAIC-3, which is  the  e quiva le nt to a  s pe cula tive  gra de  ra ting of Ba

Hom Moody's  or BB from S ta nda rd & P oor's  or Fitch.12 Furthe rmore , it is  highly unlike ly tha t the

Compa ny would be  e ligible  for a  highe r ra ting toda y.13 Although the  compa ny ba s e d its  ra te

re que s t on  h is torica l te s t ye a r da ta , fina ncia l fore ca s ts  a re  a  ne ce s s a ry compone nt in  a ny

de te nnina tion of jus t a nd re a sona ble  ra te s .l4 Eve n S ta ff conce de d during the  e vide ntia ry he a ring

tha t the  ma rke ts  do ca re  a bout iiuture  fina ncia l pe rforma nce .15 Exhibits  KCG-9, KCG-12 a nd

KCG-13 a tta che d to Mr. Gra nt's  Dire ct a nd Re butta l Te s timonie s  s e t forth wha t UNS  Ele ctric's

fina ncia l pe rforma nce  like ly will be  unde r both  the  Compa ny's  re que s te d  re lie f a nd S ta flf's

propos e d re lie f. The  e vide nce  is  cle a r tha t, a bs e nt its  re que s te d re lie f, UNS  Ele ctric's  fina ncia l

pe rforma nce  will de te riora te  s ignifica ntly, thus  a ffe cting its  cre dit ra tings  a nd nume rous  ke y

e lements  of its  opera tions .

UNS  Ele ctric  con tinue s  to  fa ce  ve ry h igh  ca p ita l e xpe nd itu re  re qu ire me nts . It  is

undis pute d tha t UNS  Ele ctric ha s  fa ce d, a nd will continue to fa ce , high le ve ls  of growdi.l6  The

Compa ny's  growth in ne t pla nt inve s tme nt wa s  68.6 pe rce nt ove r the  pe riod 2004 to 2006. AP S ,

by contra s t, e xpe rie nce d 28.9 growth-ove r this  s a me  pe riod.17 This  growth is  compe lling the

17

18

19

20

21

22

23

24

25

2 6

27

8 Ex. UNS E-34 (Grant Direct) a t 4.
9 Ex. 35 (Gra nt Re butta l) a t Ex. KCG-12, pa ge  2 of 3.
10 Ex. 35 (Gra nt Re butta l) a t Ex. KCG-12, pa ge  2 of 3.
11 Ex. UNSE-34 (Grant Direct) a t 6.

Ex. UNS E-34 (Grant Direct) a t 5 (UNS  Electric rece ived an NAIC-3 ra ting).
13 Ex. UNSE-34 (Grant Direct) a t 5.
14 Ex. UNSE-36 (Grant Re joinder) a t 8.
15 Tr. (smith) a t 1248.
16 Ex. UNSE-35 (Grant Rebutta l) a t Ex. KCG-10 and Ex. KCG-11 .
17 Ex. UNSE-35 (Grant Rebutta l) a t 16.
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1

2

3

4

Compa ny to ra is e  la rge  s ums  of mone y to fund ne ce s s a ry pla nt growth.18 The  Compa ny's

ca pita liza tion is  proje cte d to grow 84 pe rce nt (from $115 million to a t le a s t a n e s tima te d $212

million) be twe e n 2005 a nd 200999 None  of the  Compa ny's  figure s  -- a ctua l or proje cte d -we re

spe cifica lly cha lle nge d. Ove r the  short-run, the  Compa ny's  e a rnings  a nd ca sh flow a re  a dve rse ly

a ffe cte d by high cus tome r growth. Me e ting die  ne e ds  cre a te d by this  growth re quire s  subs ta ntia l

ca pita l inve s tme nt a t a  le ve l fa r e xce e ding die  Compa ny's  inte rna l ca s h flow.20 The re fore , it is

e s se ntia l tha t UNS Ele ctric ma inta in a n a bility to a ttra ct ca pita l to me e t the se  ca pita l e xpe nditure

requirements .

Allowing CWIP  in ra te  ba s e  - a  critica l re gula tory tool utilize d by ma ny juris dictions  -

would se rve  to prote ct UNS  Ele ctric's  fina ncia l inte grity.

a. Cons truc tion  Work in  P rog re s s  (CWIP )

5

6

7

8

9

10

11
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13

14

15

16

17

18

19

20

UNS  Ele ctric's  re que s t to include  $10,761,154 of CWIP  in ra te  ba s e  is  oppos e d by both

S ta ff a nd RUCO. Ne ve rthe le s s , the  Arizona  S upre me  Court ha s  s pe cifica lly rule d dirt the

Commiss ion ma y include  CWIP  in ra te  ba se . Arizona  Community Action Assoc. v. Arizona  Corp.

Comm 'n, 123 Ariz. 228, 230, 599 P .2d 184, 186 (1979). The  court re fe rre d to one  of its  e a rlie r

de cis ions  tha t found us ing CWIP  to be  within the  Commis s ion's  dis cre tion. Quoting tha t e a rlie r

de cis ion, the  Court re ma rke d: "[it] a ppe a rs  to be  in the  public inte re s t to ha ve  s ta bility in the  ra te

s tructure  within the  bounds of fa irness  and equity ra ther than a  constant se ries  of ra te  hearings ." Id.

S ta ff ha s  a cknowle dge d tha t it is  within the  discre tion of the  Commiss ion to include  CWIP  in ra te

base.

21

22

23

24

UNS  Ele ctric fa ce s  dra ma tic growth a nd othe r unique  a nd unpre ce de nte d circums ta nce s

th a t m o re  th a n  ju s tify in c lu d in g  C W IP  in  ra te  b a s e  a n d  S ta ff witn e s s  R a lp h  C .  S m ith

acknowledged tha t the  Company is  in a  "unique" s itua tion of replacing a  full requirements  contract

and re financing a ll of its  long-te rm debt within a  couple  of months  in 2008.2 The Company faces

25

26

27

18

19

2 0

2 1

Ex. UNSE-35 (Grant Rebuttal) at 16.
Ex. UNSE-34 (Grant Direct) at 27, Ex. KCG-9.
Ex. UNSE-35 (Grant Rebuttal) at 13.
Tr. (Smith) at 1207.
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8

continuing high growth in its  s e rvice  a re a . The  Compa ny mus t de ve lop a n e ntire ly ne w powe r

s upply portfo lio  by J une  1 , 2008, which is  whe n the  P inna cle  We s t contra ct e xpire s . The

Compa ny mus t re -fina nce  a ll of its  $60 million in long-te rm note s  in Augus t 2008. UNS  Ele ctric's

s itua tion mee ts  or exceeds  any "extraordina ry circumstances" s tanda rd for the  inclus ion of CWIP

in ra te  base  dirt e ithe r S ta ff or RUCO may asse rt.

More ove r,  the  na tu re  o f UNS  E le c tric 's  CWIP  s uppo rts  its  inc lu s ion  in  ra te  ba s e .

Approxima te ly $5 .6  million  of the  a pproxima te  $10.8  million  to ta l is  re la te d  to  s ubs ta tions ,

tra ns mis s ion a nd dis tribution, improve me nt, a nd othe r infra s tructure  re inforce me nts ." These

9

1 0

1 1

1 2

1 3

1 4

15

16

17

1 8

1 9

e xpe nditure s  will not produce  ne w re ve nue  or re duce  the  Compa ny's  e xpe nse s , ra the r, the y will

improve  s e rvice  re lia bility for ne w a nd e xis ting cus tome rs  a like . S ta ff a gre e d in re s pons e  to

Compa ny da ta  re que s ts  tha t s e ve ra l proje cts  lis te d in CWIP  would ne ithe r produce  re ve nue  nor

re duce  e xpe ns e s  -- including fa cilitie s  re la te d to the  Va le ncia  Turbine  No. 4, the  We s t Golde n

Va lle y S ubs ta tion, GIS  S ys te ms  Inte gra tion P roje cts  a nd the  North Ha va s u to Griffith 230 kV

tra nsmiss ion line ." Thus , S ta ff confirms  tha t a t le a s t $3,722,000 out of the  $10.8 million of CWIP

- a ccording to Exhibit 4 of S ta ffs  Engine e ring Re port s ubmitte d with Mr. S te ve  Ta ylor's  Dire ct

Te s timony - wa s  ne ithe r re ve nue  producing nor e xpe nse  re ducing.24 Fina lly, $8.7 million out of

the  $10.8 million was in service  as  of June  30, 2007, and is  presently serving customers.25

Although some  of the  te s t ye a r CWIP  proje cts  will undoubte dly a dd incre me nta l re ve nue s

to UNS  Ele ctric, the  Compa ny de mons tra te d tha t the  incre me nta l re ve nue s  a s s ocia te d with

20 cus tome r g rowth  a re  in s u ffic ie n t to  cove r the  incre me n ta l

21

fixe d  co s ts  o n  re q u ire d  p la n t

inve s tme nts . For e xa mple , ove r the  12 monde  pe riod following the  te s t ye a r, incre me nta l de live ry

22

23

re ve nue s  from cus tome r growth fe ll $4.8 million s hort of the  a dditiona l fixe d cos ts  on ne w pla nt

inves tment.26 This  continuing revenue  de ficiency is  caused in la rge  pa rt by the  wide  gap be tween

24 the  e mbe dde d pla nt inve s tme nt a nd incre me nta l pla nt inve s tme nt on a  pe r-cus tome r ba s is . P la nt

25

26
22

23

24

2527

Tr. (Grant) at 1068-69.
Ex. UNSE-53.
Ex. S-55 (Taylor Direct) at Ex. 4 to the Engineering Report.

26 Ex. UNSE-35 (Grant Rebuttal) at 19, 35, Tr. (Grant) at 995.
Ex. UNSE-35 (Grant Rebuttal) at Exhibit KCG-10, page 2
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inves tment on a  pe r-cus tomer grew by 47 pe rcent from 2003 to 2006, and is  expected to grow by

anothe r 26 pe rcent ove r the  next three  yea rs ." This  leve l of growth, and the  corre sponding impact

on the  Compa ny's  re ve nue  de ficie ncy, is  cle a rly e xtra ordina ry a nd worthy of cons ide ra tion whe n

eva lua ting UNS Electric's  reques t for CWIP in ra te  base .

Furthe r, a llowing CWIP  in ra te  ba s e  would a dd a bout $2.1 million in a dditiona l a nnua l

re ve nue s ," improving  the  Compa ny's  ca s h  flow a nd  bols te ring  its  fina ncia l in te grity. The

re la tive ly s ma ll a mount of Allowa nce  for Funds  Us e d During Cons truction ("AFUDC") a ccrue d

by UNS  Ele ctric on the  te s t ye a r ba la nce  of CWIP , by contra s t, would not provide  UNS  Ele ctric

wide  the  ca s h flow a nd e a rnings  it ne e ds . S ince  mos t of the  te s t ye a r CWIP  ha s  a lre a dy be e n

clos e d to pla nt in-s e wice , a nd is  the re fore  no longe r e ligible  for AFUDC a ccrua ls , UNS  Ele ctric

will continue  to e xpe rie nce  a  la rge  re ve nue  de ficie ncy on this  CWIP  ba la nce  until it is  re cognize d

in ra te  ba se . Attachment 2 to this  brie f is  an illus tra tive  graph se tting forth the  proposed trea tment

of test year CWIP .

The  Commiss ion should cons ide r the  long-te rm be ne fits  of fina ncia l inte grity a s  it we ighs

the  CWIP  a llowance  reques ted in this  ma tte r.29 The  use  of CWIP  would se rve  the  public inte re s t

by he lping the  Compa ny a nd its  cus tome rs  a void highe r cos ts  of de bt a nd ca pita l. S ta ff witne s s

Mr. Da vid P a rce ll a cknowle dge s  tha t o the r juris dictions  ha ve  a llowe d CWIP  in  ra te  ba s e  to

improve  utilitie s ' a cce s s  to fina ncia l ma rke ts  whe n the y we re  e nga ge d in the  building of ne w

fa cilitie s , or to odie wvis e  prote ct the ir fina ncia l inte grity." He re , the  Commis s ion s hould not wa it

until UNS  Ele ctric  is  in  "fina ncia l d is tre s s " to  a wa rd CWIP  in  ra te  ba s e , a s  S ta ff a ppa re ntly

contends .31 Doing so would jeopardize  the  Company's  access  to capita l and risks  seve re  damage

to its  cre dit." Although UNS  Ele ctric ma y e ve ntua lly be ne fit from growth, it is  cle a r from the

evidence  in this  ca se  tha t increased capita l cos ts  pose  a  more  immedia te  threa t to the  Colnpany's

24

25

26

27

27

28

29

30

31

32

Ex. UNSE-35 (Grant Rebuttal) at 15.
Ex. UNSE-34 (Grant Direct) at 27.
Ex. UNSE-35 (Grant Rebuttal) at 10.
Tr. (Purcell) at 1141-42.
Ex. S-58 (Smith Sulrebuttal) at 9, 12-13.
Ex. UNSE-36 (Grant Rejoinder) at 4.
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1

2

3

4 a  new

fina ncia l inte grity. Ne w pla n t le a ds  to  a dditiona l fixe d  cos ts , a rid  growth  is  d riving  ca pita l

re quire me nts  fa r in e xce ss  of the  Compa ny's  inte rna l ca sh flow." All of the  e vide nce  in die s  ca se

points  to  a  continua tion of pre s s ure s  tha t a re  s tra ining UNS  Ele ctric 's  a bility to  pre s e rve  its

fina ncia l inte grity. Give n the  immine nt ne e d to ha ve  s ufficie nt cre dit s upport to de ve lop

powe r s upply portfo lio  a nd  to  re fina nce  a ll o f its  long-te rm de bt, UNS  Ele ctric 's  ne a r-te rm

6 fina ncia l inte grity is  critica l for the  Compa ny to obta in fa vora ble  te rms  for thos e  una voida ble

7 transactions .

8 Fina lly, many odde r s ta te s  have  a llowed CWIP  in ra te  ba se  for a  va rie ty of rea sons . Othe r

9 s ta te  commis s ions  ha ve  us e d CWIP  to a ddre s s  the  re cognize d ne e d to prote ct a nd pre s e rve  a

10 utility's  fina ncia l inte grity" For ins ta nce , the  Virginia  S ta te  Corpora tion Commis s ion ("Virginia

11 S CC") fa vors  CWIP  ove r AFUDC be ca use  it provide s  utilitie s  with a n opportunity to a m a  re turn

12 on  the ir inve s tme nts  in  fa c ilitie s ." The  Virg in ia  S CC a ls o  a llowe d  CWIP  in  ra te  ba s e  fo r

13 Appa la chia n P owe r Compa ny in Ca s e  No. P UE-2006-00065 de cide d Ma y 15, 2007.36 S ta ff

14 witne ss  Mr. Ra lph C. S mith conce de s  tha t he  did not oppose  CWIP  in ra te  ba se  for Appa la chia n

15 P owe r Compa ny." Additiona lly, the  Ma ryla nd P ublic S e rvice  Commis s ion ("Ma ryla nd P S C")

16 a llowe d $71.3  million  in  ra te  ba s e  for P otoma c Ene rgy P owe r Compa ny ("P e pco")38 The

17 Ma ryla nd P S C re ma rke d tha t its  CWIP /AFUDC policy a nd the  inclus ion of CWIP  in ra te  ba s e

18 "worke d we ll in prote cting compa nie s  a ga ins t ra te  obsole sce nce , while  promoting e quity be twe e n

19 curre nt a nd future  ra te  cus torne rs ."39 The  Ma ryla nd PSC a lso a llowe d $13 million of CWIP  in the

20 ra te  ba s e  of Wa s hington Ga s  Light P owe r Compa ny.40 Additiona lly, the  S outh Ca rolina  P ublic

21 S e rvice  Commiss ion ("S outh Ca rolina  P S C") a wa rde d $276,224,951 of ge ne ra tion CWIP  in ra te

22 ba s e  for S outh Ca rolina  Ele ctric a nd Ga s  Compa ny ("S CE&G"). Tha t Commis s ion note d "it is  of

5

23

24

25

26

33

34

35

36

37

38

39

4027

Ex.UNSE-35 (Grant Rebuttal) at 13.
Ex. UNSE-35 (Grant Rebuttal) at 10-12.
See Application ofMassanutzen Public Service Corporation, 2005 WL2158929 (Va.S.C.C.) at 2.
2007 WL 1616129 (Va. S.C.C.) at 4.
See Ex. UNSE-51 at Staff Response to Data Request No. UNSE 1.23.
2007 WL 2159658 (Md. P.S.C.) at 20-22.
2007 WL 2159658 (Md. P.S.C.) at 22.
2003 WL 23282178 (Md. P.S.C.) at 1, 15 (incorporating Proposed Order of Hearing Examiner at 24,
29).
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1

2

3

4

5

6

7

gre a t importa nce , in  light of the  a dve rs e  conditions  in  the  fina ncia l ma rke ts  toda y, tha t the

Compa ny pre s e rve  its  a cce s s  to ca pita l on re a s ona ble  te rns ," which "will a llow it to ma inta in a

re lia ble , e fficie nt e le ctric s ys te m on which a ll bus ine s s  in its  s e rvice  te rritory de pe nds ."41 The

S outh Ca rolina  P S C a ls o note d tha t its  de cis ion improve d the  qua lity of S CE&G's  e a rnings  a nd

s e nt a  cons tructive  me s s a ge  to inve s tors  conce rning e ve ntua l inclus ion into ra te  ba s e .42 The

Wa s hington Utilitie s  a nd Tra ns porta tion Commis s ion a llowe d $3,317,734 of CWIP  in ra te  ba s e

for Puge t Sound Ene rgy, Inc., appa rently because  tha t amount of CWIP was  a lready in sewice .43

8 Th e  Illin o is Commerce Commis s ion  a llowe d $41,047,000 o f C W IP in  ra te  b a s e  fo r

9

10

11

12

13

14

15

16

17

18

19

20

21

22

Commonwea lth Edison Company.44 The  Michiga n P ublic S e rvice  Commis s ion a llowe d $33.9

million of CWIP  in ra te  ba s e  for Cons ume rs  Ene rgy Compa ny.45 Fina lly, the  Fe de ra l Ene rgy

Re gula tory Commis s ion ("FERC") .- in ca s e s  involving Northe a s t Utilitie s  S e rvice  Compa ny a nd

Boston Edison Company -.. approved CWIP in ra te  base  because  it improves  utilitie s  cash sow in a

less costly manner.46

Eve n in jurisdictions  whe re  a n e xtra ordina ry circums ta nce s  s ta nda rd mus t be  me t be fore

CWIP  is  a llowe d in ra te  ba s e , the  ne e d to pre s e rve  a  utility's  fina ncia l inte grity is  cons ide re d a n

a ppropria te  jus tifica tion. For e xa mple , the  Te xa s  P ublic Utility Commis s ion S ta ff s upporte d

Texas  Utilitie s  Electric Company's  ("TUEC") reques t to include  CWIP  in ra te  ba se  because  TUEC

had a  bond ra ting reduction be low the  s ingle -A leve l - a s  we ll a s  ca sh flow cove rage  and common

s tock divide nds  be low the  indus try a ve ra ge  - a nd S ta ff be lie ve d dire  wa s  a  ne e d to pre s e rve

TUEC's  fina ncia l inte grity.47 The  Te xa s  P UC a gre e d, a llowing CWIP  in ra te  ba s e  be ca us e  it

re cognize d the  ne e d to  pre s e rve  TUEC's  fina ncia l inte grity s o tha t the  utility could continue

providing re lia ble  s e rvice .48 Furthe r, the  Florida  P ublic S e rvice  Commis s ion .-- in  a pproving

23

24

25

26

27

41

42

43

44

45

46

47

48

2003 WL 1818431 (S.C. P.S.C.) at 37.
2003 WL 1818431 (S.C. P.S.C.) at 36.
2007 WL 184670 G1Vash.U.T.C.) at 39.
2006 WL 2101442 (I11.C.C.) at 43.
2006 WL 3421084 (1v1i0h.p.s.c.) at 1.
114 FERC 61,089 (2006) and 109 FERC 61,300 (2004).
1991 WL 354928 (Tex. P.U.C.) at 175, 456.
1991 WL 354928 (Tex. P.U.C.) at 1, 176.
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

$158,176,000 in ra te  ba se  for Ta mpa  Ele ctric Compa ny ("TEC") .. highlighte d tha t "the  ove niding

conce rn is  to provide  the  utility with a n opportunity to a chie ve  a nd ma inta in a de qua te  fina ncia l

inte grity."49 The  Florida  P S C a pprove d CWIP  to a llow TEC to pre se rve  its  AA bond ra ting. Eve n

the  Ne w York Public Se rvice  Commiss ion - not a  fe rve nt supporte r of CWIP  - re cognize d tha t if a

pre s e nce  of fina ncia l ne e d e xis ts , the n CWIP  in ra te  ba s e  s hould be  cons ide re d." The  Ne va da

P ublic Utilitie s  Commis s ion ("Ne va da  P UC") a llowe d CWIP  in the  ra te  ba s e  of Nevada P owe r

Compa ny ("NP C") in 1991 a nd 2007. In 1991, the  Ne va da  P UC note d tha t "s ome  cons truction

work in progre ss  is  included in ra te  ba se  to provide  the  utility with additiona l ca sh flow required to

e nsure  its  Fina ncia l he a lth" in a llowing CWIP  for 90 pe rce nt of Cla rk Units  9 a nd 10.51 Iii 2007,

the  Ne va da  PUC a pprove d $68,147,000 of CWIP  in NP C's ra te  ba se  for the  Ha rry Alle n to Me a d

Tra ns mis s ion Line . The  Ne va da  P UC re a s one d tha t th is  inclus ion "will le a d to  a n improve d

s itua tion for NP C, which ca n le a d to lowe r borrowing cos ts  to the  be ne fit of NP C's  cus tome rs ,

thereby ba lancing the  inte res ts  of ra tepayers  and npc."52

In s um, utility commis s ions  a cros s  the  country ha ve  incorpora te d CWIP  in ra te  ba s e  to

a ddre ss  ne e ds  fa r le s s  e xige nt tha n those  curre ntly fa cing UNS  Ele ctric. Give n the  e xtra ordina ry

fina ncia l circums ta nce s  fa cing UNS  Ele ctric  a nd the  na ture  of the  CWIP  in  th is  ma tte r, the

Commiss ion should e xe rcise  its  discre tion a nd a llow the  re que s te d $10.8 million of CWIP  in ra te

18 base.

19 b. P o s t -Te s t -Ye a r  P la n t .

20

21

22

If the  Commiss ion doe s  not a llow CWIP  in ra te  ba se , the n it should include  pos t-te s t-ye a r

pla nt in ra te  ba se . The  Commiss ion a pprove d pos t-te s t-ye a r pla nt in a  numbe r of re ce nt ca se s ."

As  dis cus s e d a bove , UNS  Ele ctric fa ce s  fa s te r growth tha n othe r utilitie s  in Arizona  a nd othe r

23

24

25

49

50

51

52

53
See e_g,,26

27

49 p.U.R.4"' 547 (1982).
49 p.U.R.4"' 329 (1982).
132 p.U.R.4"' 416 (1991).
2007 WL2171450 (Nev.P.U.C.) at Para. 303.

Arizona-American Water Co. Waradise Valley), Decision No. 68858 (July 28, 2006),
Chaparral City Water Co., Decision No. 68176 (September 30, 2005), Rio Rico Utilities, Inc., Decision
No. 67279 (October 5, 2004), Arizona-American Water Co., Decision No. 67093 (June 30, 2004),
Arizona Water Co., Decision No. 66849 (March 19, 2004), Bella Vista Water Co., Inc., Decision No.
65350 (November 1, 2002).
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1

2

3

4

cha lle nge s  to its  fina ncia l inte grity. Give n the  s ignifica nt numbe r of othe r ca s e s  in which pos t-

te s t-ye a r pla nt wa s  gra nte d, a nd give n the  a mple  e vide nce  jus tifying s uch tre a tme nt for UNS

Ele ctric, it is  more  tha n re a s ona ble  to a llow $8.7 million of pos t-te s t-ye a r pla nt - pla nt tha t is

a lready in se rvice  as  of June  30, 200754 -- in ra te  base  for UNS Electric.

5 c. Customer Advances should have no net impact on rate base.

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

If the  Commiss ion re je cts  both CWIP  a nd pos t-te s t-ye a r pla nt from ra te  ba se , it should a t

the  ve ry lea s t ensure  tha t ra te  base  is  not reduced even more  'from cus tomer advances  re la ted to

CWIP . Cus tome r a dva nce s  a re  funds  provide d by cus tome rs  to pa y for ne w fa cilitie s . Typica lly,

this  cus tome r a dva nce s  a re  - de ducte d from ra te  ba se  to pre ve nt the  utility Hom re cove ring the

s a me  a mount a ga in through its  ra te s . For e xa mple , if a  cus tome r a dva nce s  $1,000 for ne w

fa cilitie s  tha t a re  a lre a dy in s e rvice , the  ne t impa ct should be  ze ro (pla nt in s e rvice  incre a se s  by

$1,000, ra te  base then decreases by $1 ,000 for a  zero net impact).

This  ca lcula tion bre a ks  down, though, whe n the  fa cilitie s  to  be  funde d by cus tome r-

s upplie d funds  a re  not ye t in  s e rvice . In  this  ca s e , UNS  Ele ctric ha s  re ce ive d $1.9 million in

cus tomer advances  re la ted to CWIP .55 If the  Commiss ion does  not a llow this  amount of CWIP  in

ra te  ba se , S ta ff a nd RUCO's  re que s t to re duce  ra te  ba se  furthe r by the  a mount of the  a dva nce s

would , in  e ffe c t de duct s ome th ing  Hom ra te  ba s e  tha t ha s  no t ye t be e n  inc lude d . This

recommenda tion would unduly pena lize  the  Company for having a  ba lance  of CWIP  a t the  end of

the test year.56

S ta ffs  a nd RUCO's  pos ition is  s imply unfa ir. It would be  unfortuna te  if the  Compa ny

we re  force d to fore go re cove ry of the  ca pita l cos ts  on $10.8 million in pla nt, which is  a lmos t

e ntire ly in s e rvice  toda y. Unde r the  a pproa ch re comme nde d by S ta ff a nd RUCO, UNS  Ele ctric

a ls o would be  de prive d of re cove ry on a n a dditiona l $1.9 million of ra te  ba s e . This  in e ffe ct,

would subs titute  $1 .9 million of "cos t fre e " ca pita l tha t fina nce d te s t ye a r CWIP  for re a l de bt a nd

equity capita l tha t financed tes t year plant in se rvice .25

26

27
54

55

56

Ex. UNSE-35 (Grant Rebuttal) at 19, 35, Tr. (Grant) at 995.
Ex. UNSE-35 (Grant Rebuttal) at 19.
Ex. UNSE-35 (Grant Rebuttal) at 19.
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1

2

There  is  no rule  tha t requires  advances to be  deducted from ra te  base  when the  re la ted plant

is  not ye t in s e rvice  a t the  e nd of a  te s t ye a r -. a nd for good re a s on. The  purpos e  of de ducting

a dva nce s  from ra te  ba se  is  to re cognize  the  e ffe ct of cus tome r-supplie d ca pita l. Tha t purpose  is

not sewed when the  plant funded by the  advances  is  not in se rvice .

a .

3

4

5

6

7

8

9

10

11

12

New construction projects should be allowed to continue to
accrue AFUDC.

13

14

15

16

17

18

19

20

21

22

Accumulated Deferred Income Taxes.

23

24

Eve n if CWIP  is  a llowe d in  ra te  ba s e , the  Compa ny s hould be  pe rmitte d to  continue

a ccruing AFUDC on a ll e ligible  cons truction proje cts  on a  going-forwa rd ba s is .. While  no t

typica l, this  tre a tme nt is  a ppropria te  be ca us e  UNS  Ele ctric ha s  ma ny s hort-live d cons truction

projects  in its  CWIP  ba lance  a t any given time .57 The  Company has  previous ly expla ined tha t the

FERC accounting guide lines  on CWIP and AFUDC address  the  inequity a ssocia ted with ea rning a

cash re turn and an AFUDC re turn on a  la rge  project, such as  a  case load genera ting facility.58 The

e vide nce  s hows  tha t UNS  Ele ctric 's  CWlP  re la te s  prima rily to  tra ns mis s ion a nd dis tribution

improve me nts  - including ma ny - s hort-live d cons truction proje cts  ne e de d to ma inta in re lia ble

s e rvice . And s ince  mos t of the  te s t ye a r CWIP  proje cts  ha ve  a lre a dy be e n clos e d to pla nt in-

se rvice  and a re  no longe r a ccruing a  non-ca sh AFUDC re turn, this  reques t would not re sult in the

Company ea rning two re turns  on the  same  project, Attachment 2 se ts  forth an illus tra tive  graph of

the  Company's  pos ition.

2.

UNS  Ele c tric  ha s  p ropos e d  Accumula te d  De fe rre d  Income  Ta xe s  ("ADIT") to ta ling

$l,l54,833. ADIT re duce s  the  de duction from Tota l Ne t Utility P la nt a s  pa rt of the  ove ra ll ra te

ba s e  de te rmina tion. In othe r words , the  lowe r the  ADIT, the  more  tha t is  de ducte d from pla nt.

S ta ff agrees  with the  Company's  figure . RUCO makes  two ma jor, and deeply flawed, adjus tments

tota ling $772,132, reducing ADIT to jus t $382,701 .

25

26

27 Ex. UNSE-35 (Grant Rebuttal) at 35.
Ex. UNSE-35 (Grant Rebuttal) at 35-36.

57

58
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Firs t,  RUCO propos e s  ma king a n  a djus tme nt to  Contributions  in  Aid  of Cons truc tion

("C IAC "). Ms .  Dia z  Corte z  a rgue s  tha t the  NARUC Uniform  S ys te m of Ac c ounts  fo r A&B

Ele ctric compa nie s  conta ins  a n Account 271 for CIAC. Thus , s he  re move d the  de fe rre d income

ta xe s  to the s e  "non-e xis te nt" ba la nce s .59 RUCO, howe ve r, ignore s  tha t A.A.C. R14-2-212.G

re quire s  UNS  Ele c tric  to  ma inta in  its  a ccounting re cords  in  a ccorda nce  with  FERC Uniform

6 S ys te m of Accounts  ("US OA"). The  Compa ny's  witne s s , Ms . Ka re n Kis s inge r e xpla ins  tha t

7 FERC's  US OA doe s  not ha ve  a n Account 271 for us e  in a ccounting for CIAC. S o the  Compa ny

8 directly credits  the  re la ted plant, or CWIP , a s  required and the re  is  no s epa ra te  account to deduct

9 from ra te  base .60 Furthe r, De cis ion No. 55774 (Octobe r 21, 1987), which is  a tta che d to Ms .

10 Kis s inge r's  Re butta l Te s timony, a llows  utilitie s  to cla im ra te  ba s e  tre a tme nt whe n us ing the  s e lf-

l l pa y me thod. UNS  Ele ctric doe s  s e lf-pa y, the re fore , a  de fe rre d ta x a s s e t is  cre a te d.61 RUCO's

12 adjus tment conflicts  with clea r Commis s ion precedent and regula tions . ,

13 S e cond, with  re s pe c t to  ADIT for Adminis tra tive  a nd Ge ne ra l ("A&G"), RUCO fa ils  to

14 unde rs ta nd tha t the  Compa ny's  propos a l is  pros pe ctive  in na ture . The  Compa ny propos e s  to

reduce  te s t-yea r leve l of A&G expens e  cha rged to CWIP  and corre s pondingly increas e  the  amount

re ma ining in Ope ra ting Expe ns e , going forwa rd.62 No a djus tme nt is  the re fore  ne e de d to the  e nd-

of-te s t-ye a r ADIT ba la nce  tha t a ffe cts  the  de duction from ra te  ba s e .63 Be ca us e  the  Compa ny's

propos a l is  pros pe ctive , no a djus tme nt to ADIT is  re quire d e ve n if the  Commis s ion re je cts  the

propos ed expens e  trea tment for A&G expens es .

5

15

16

17

18

19

20 3. Accumulated Depreciation.

21 The  Compa ny ha s  propos e d $159,524,693 of Accumula te d De pre cia tion. RUCO

recommends  increas ing this  figure  by $2,295,000, for a  tota l accumula ted deprecia tion figure  of

$l61,819,805. But RUCO's  ca lcula tions  suffe r fundamenta l flaws.

22

23

24

25

26

27

59

60

61

62

63

Ex. RUCO-10 (Diaz Cortez) at 10-11 .
Ex. UNSE-13 (Kiss inger Rejoinder) at 2.
Ex. UNSE-12 (Kissinger Rebuttal) at 6-8 .
Ex. UNSE-12 (Kiss inger Rebutta l) a t 9.
Ex. UNSE-12 (Kiss inger Rebuttal) at 9.
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1 Firs t, RUCO used the  wrong ra te s  for two cla sse s  of transporta tion equipment (i.e .,

As  E xh ib it R UC O -1  s h o ws ,  R UC O  u s e d  a  2 5  p e rc e n t2 ve hicle s  va lue d ove r $100,000).

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

1 8

19

20

de pre cia tion ra te  for dirt e quipme nt, whe re a s  Exhibit No. UNS E-37 - UNS  Ele ctric's  re sponse  to

RUCO Da ta  Re que s t No. 1.09 - s hows  tha t die  corre ct ra te  is  12.5 pe rce nt. RUCO witne s s , Mr.

Rodne y Moore  a cknowle dge d tha t he  use d the  25 pe rce nt de pre cia tion ra te  in S che dule  S URR

RLM-5 in his  S urre butta l Te s timony whe n ma king his  ca lcula tions .64 Mr. Moore  a dmitte d tha t he

used the  wrong deprecia tion ra te s , which would have  a  s ignificant impact on his  ca lcula tions .65 In

fact, Exhibit UNSE-38 sugges ts  tha t impact could exceed $1.8 million.

RUCO a ls o  fa ile d  to  ma ke  o the r ca lcu la tions  in  the  s a me  ma nne r a s  the  Compa ny

compute s  a nd  a ccounts  in  a ccorda nce  with  FERC's  US OA.66  For ins ta nce , RUCO ma de

ca lcula tions  based on a  mid-year deprecia tion convention. But the  Company re lied on a  mid-month

deprecia tion convention, meaning tha t one -ha lf month of deprecia tion is  computed on each a sse t

added or re tired during a  given month.67 As  Ms. Kiss inge r shows  in he r Rebutta l Tes timony, for a

$1,000,000 a s s e t with 5 pe rce nt a nnua l de pre cia tion, a  mid-ye a r conve ntion a dds  $25,000 to

a ccumula te d  de p re c ia tion . By con tra s t,  on ly $10 ,416  wou ld  a c tua lly be  p rovide d  on  the

Company's  books  us ing a  mid-month convention.68 Also, RUCO fa iled to cons ide r any sa lvage  or

re mova l cos ts  a s socia te d with a s se ts  re tire d from se rvice  during the  pe riods  conta ine d within his

ana1ysis .69 RUCO also deprecia tes Transporta tion Equipment using the  group method, whereas the

unit me thod s hould ha ve  be e n us e d ins te a d." Fina lly, RUCO ma ke s  a  de pre cia tion corre ction

adjustment based on a  footnote  re fining to deprecia tion expense  - not accumula ted deprecia tion.71

21

22

23

24

25

26

27

64

65
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67

68
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70
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Tr. (Moore) at 860-61.
Tr. (Moore) at 867-68.
EX. UNSE-13 (Kissinger Rejoinder) at 1.
Ex. UNSE-12 (Kissinger Rebuttal) at 10, Ex. UNSE-37.
Ex. UNSE-12 (Kissinger Rebuttal) at 10.
Ex. UNSE-12 (Kissinger Rebuttal) at 10.
Ex. UNSE-12 (Kissinger Rebuttal) at 10.
Ex. UNSE-13 (Kissinger Rejoinder) at 1.
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1 4. Adjus ting  CWIP  fo r P la n t in  S e rvic e .

2

3

4

Sta ff proposes  increas ing ra te  base  by $442,255 for a  specific project (involving five  mile s

of 21 kV ove rhe a d line s  de live ring powe r to wa te r pumps  for a  hous ing de ve lopme nt) tha t wa s  in

se rvice  be fore  the  e nd of the  te s t-ye a r." UNS  Ele ctric a gre e s  with this  a djus tme nt if CWIP  is  not

a llowe d in ra te  ba s e . If the  Compa ny's  CWIP  a djus tme nt is  a cce pte d, this  a djus tme nt is  not

needed.

5.

UNS Electric has proposed a total adjustment of ($3,058,862). All parties agree that this

figure results from proposed rate base and operating expense adjustments. But Staff and RUCO

Wo rkin g  Ca p ita l.

5

6

7

8

9

10

11

12

13

14

propose  diffe rent amounts  based on die ir respective  adjustments .

6. Magruder Adjustments.

Mr. Magruder proposes  to disa llow $15,561,520 for wha t he  views as  an apparent fa ilure  to

comply with Commis s ion de cis ions , a nd to dis a llow $282,440 for utility pole  re pla ce me nt a nd

unde rground ca ble  re pla ce me nt. Mr. Ma grude r provide s  no s upporting e vide nce  jus tifying his

proposed disa llowances . Therefore , they should not be  accepted.

7 . Uncontested Rate Base Adjustments.

15

16

17

18

19

2 0

The Commission should approve  the  following uncontested ra te  base  adjustments  as  shown

on Atta chme nt 1: (l) Ne t Acquis ition Adjus tme nt e qua ling $9,574,286, a nd (2) P la nt He ld For

Future  Use  Adjus tment equa ling $440,000.

8 . Reconstruction Cost New Less Depreciation.

2 1

22

23

24

UNS Ele ctric use s  the  wide ly a cce pte d me thod to pe rform a  tre nding s tudy us ing the  fina l

Origina l Cos t Ra te  Ba se  ("OCRB") a s  the  s ta rting point a nd the n a dding incre a se d cos ts  through

a c c e p te d  in d e xe s  o f in fla tio n ,  s u c h  a s  th e  Ha n d y-W h itm a n  In d e x." UNS  E le c tric 's

Recons truction Cos t New Less  Deprecia tion ("RCND") equa ls  $214,658,59574

25

26

27
72

73

7 4

Ex. S-55 (Taylor Direct), Engineering Report.
Ex. UNSE-11 (Kissinger Direct) at 16-18.
Ex. UNSE-3 at Schedule B-1 .
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1 Fa ir Va lue  Ra te  Ba s e .

2

3

9 .

UNS  E le c tric ,  RUCO a n d  S ta ff a ll d e te rmin e d  Fa ir Va lu e  Ra te  Ba s e  ("FVRB") b y

ave raging OCRB and RCND. The  Commiss ion should approve  this  traditiona l me thod.

4 B . UNS  Ele c tric 's  Ope ra ting  Inc ome  De te rmina tion  is  Appropria te .

UNS  Ele c tric 's  a djus te d  ope ra ting  income  for the  te s t ye a r is  $8 ,770,016, a s  oppos e d to

S ta ff's  ca lcula tion  of $9 ,515,701 a nd RUCO's  ca lcula tion  of $ l0 ,440,368. UNS  Ele c tric  s ubmits

tha t its  a djus tme nts  a re  fully s upporte d in the  re cord a nd s hould be  a dopte d by the  Commis s ion.

5

6

7

8

9

10

11

12

13

14

1. Operating Revenue.

As  s hown in  Atta chme nt 1 , UNS  Ele c tric  propos e d  four ope ra ting  re ve nue  a d jus tme nts .

All P a rtie s  a g re e d  with  th e  C o m p a n y's  c u s to m e r a n n u a liz a tio n  a n d  we a th e r n o rm a liz a tio n

a djus tme nts  - $3,249,883 a nd ($410,06l) re s pe ctive ly. RUCO propos e s  to incre a s e  s e rvice  fe e s  for

a lte r-h o u rs  s e rv ic e  fro m  $ 7 5  to  $ 1 2 5 ,  c re a tin g  a n  in c re a s e  o f $ 4 8 ,6 4 8  o ve r th e  C o m p a n y's

a djus tme nt to  a dd $285,424. The  Compa ny pre fe rs  to  ke e p  its  a fte r-hours  s e rvice  propos a l a t

$75.75 S ta ff oppos e s  the  propos e d cha nge  in  the  CARES  dis count ca lcula tion which is  de ta ile d

b e lo w. Th e  C o m p a n y,  b y c o n tra s t,  b e lie ve s  ($ 5 6 ,5 6 4 ) a d ju s tm e n t fo r C AR E S  R e ve n u e  is

appropri at e .

15

16

17

18 a.

19 The Commission must "allow a recovery for all reasonable expense." Tucson Eleetric

20 Power Co. v. Arizona Corp. Comm 'n, 132 Ariz. 240, 245, 645 P.2d 231, 236 (1982). The

21 Commission must finther provide sufficient income to permit full recovery of "operating costs" in

22 addition to the return on rate base. Scares v. Arizona Corp. Comm 'n, 118 Ariz. 531, 533-34, 578

23 P.2d 612, 614-15 (App. 1978). In addition, the Commission "must consider" any "expenditures

24 made in compliance with the Commission's decision[s]." Arizona Corp. Comm 'n v. Palm Springs

Utility Co., 24 Ariz.App. 124, 536 P.2d 245 (1975).

2. Operating Expenses.

Legal Standard.

25

26

27
75 EX. UNSE-18 (Erdwurm Rebutta l) a t 17-18.
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1 b. Payroll Expens e .

2

3
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20
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23

The  Compa ny propos e s  a  $339,184 a djus tme nt - upda te d from its  Dire c t F iling to

incorpora te  known and meas urable  changes . This  accounts  for a  payroll increas e  for wage  and

sa la ry increases  tha t took place  J anuary l, 2007.76 This  a lso accounts  for a  normalized overtime

expense based on a two-year average including the tes t year and the year preceding the tes t year.

Regarding wage and sa lary increases , the  payroll adjus tment s imply increases  normalized

payroll by an additiona l three  percent for the  ra te  increase  e ffective  J anuary 2007.77 Further, the

a djus tme nt only a ccounts  for te s t ye a r e mploye e  le ve ls  a nd doe s  not cons ide r e mploye e  le ve l

incre a s e s  a lte r the  e nd of the  te s t ye a r.78 This  adjus tment addres s es  s a la rie s  for employees

providing service  to cus tomers  during the  tes t year and continuing to provide  service  a lter the  tes t

year.79 The  propos e d a djus tme nt, the re fore , a ddre s s e s  a  known a nd me a s ura ble  cha nge  for

e mploye e s  providing s e rvice  to e xis ting cus tome rs  during the  te s t ye a r. The re fore , it is  a

reasonable pro forma expense adjus tment to include in rates .

If the  Compa ny's  P a yroll Expe ns e  a djus tme nt is  a pprove d, the  P a yroll Ta x Expe ns e

adjus tment should be adjus ted by $27,177 to reflect the  revis ion to the  Payroll Adjus tment.

Regarding the  Normalized Overtime Expense , UNS Electric used the  method Staff witness

Mr. Snide  employed in die  recent UNS Gas  ra te  cas e  (Docke t No. G-04204A-06-0463).80 UNS

Gas accepted a $123,010 reduction in that case.8l Using the same method here results  in a pos itive

$139,201 adjus tment to pro forma payroll expense.

In the  UNS Gas rate case, Staff stated tha t it "agrees with the concept of us ing a two-year

average of 2004 and 2005 overtime cos t to produce a normalized overtime expense adjus tment."82

Now Mr. Smith, on behalf of Staff, provides  the  vague  explanation tha t "because  the  results  of my

overtime ana lys is  for UNS Electric bracketed the  amount of overtime presented in UNS Electric's

24
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26

27

76

77

78

79

80

81

82

Ex. UNSE-25 (Dukes Rejoinder) at 11.
Ex. UNSE-25 (Dukes Rejoinder) at 11-12.
Ex. UNSE-25 (Dukes Rejoinder) at 11.
Tr. (Moore) at 901-02.
Ex. UNSE-24 (Dukes Rebuttal) at 20.
Ex. UNSE-24 (Dukes Rebuttal) at 20.
See Transcript of Docket No. G-04204A-06-0_63, Vol. V, at 807 [Ex. S-27 (Smith Direct) at 28.]
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1 tiling, I conclude d tha t no a djus tme nt to  UNS  Ele ctro"ic 's  tile d  ove rtime  a djus tme nt wa s

2

3

4

5

6

7

8

9

10

11

12

necessary."83 Interestingly, Mr. Smith makes no mention in the  UNS Gas ra te  case  tha t overtime

expense should be based on differing analyses for different companies. Nor does he argue that the

concept of using a two-year average in this case is inappropriate.

S ta ffs  approach is  incons is tent and appea rs  to be  outcome-driven. Mr. Smith e spouses

one method when it results  in a  decrease  in opera ting expense  for UNS Gas, but then re jects  tha t

sa me  me thod whe n it re sults  in a n incre a se  in ope ra ting e xpe nse  for UNS Ele ctric. Mr. Smith

provides no concrete  explanation as to why one analysis should be used in one instance and not in

another.84 The Commission should approve the  positive  $139,201 overtime adjustment as part of

the  overa ll payroll expense  adjus tment of $339,l84, based on the  two-year average of 2004 and

2005 overtime cost to produce a  normalized overtime expense adjustment. This  adjustment would

be consis tent with Staffs  position in the  UNS Gas ra te  case .

13 c. P e n s io n  a n d  Be n e fits .

14

15

16

17

18

19

20

The  Company proposes  an $82,965 adjus tment to te s t yea r leve ls . S ta ff agrees . RUCO,

however, recommends deducting $11,612 from this  proposal for what it perceives as inappropria te

benefits . But these  expenses  directly re la te  to recognizing employees or groups of employees  for

the ir se rvice  and sa fe ty accomplishments  and othe r achievements ." These  employees  provide

se rvice  to cus tome rs , thus , cus tome rs  dire ctly be ne fit whe n the se  e mploye e s  a chie ve  ce rta in

obi ectives.86 By rewarding its  workers for a  job well done, the  Company stands a  better chance of

retaining experienced, well qualified einployees.87 Such rewards are earned on an annual basis, so

21 this  re cognition is  a ppropria te ly tre a te d a s  a  norma l a nd re cuning e xpe ns e ." Be ca us e  the s e

not the  sha re holde r - a nd be ca use  the22 e mploye e s  work to provide  s e rvice  to the  cus tome r

23 expenses for recognizing their accomplishments are not lavish, the expenses are reasonable.

24

25

26 See Ex. UNSE-25 (Dukes Rejoinder) at 12.

27

83

84

85

86

87

88

Ex. S-58 (Smith Surrebuttal) at 45 .

Ex. UNSE-25 (Dukes Rejoinder) at 18.

Ex. UNSE-25 (Dukes Rejoinder) at 18.
Ex. UNSE-25 (Dukes Rejoinder) at 18.

Ex. UNSE-25 (Dukes Rejoinder) at 18-19.
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1

2

d. Worker's Compensation (Injuries and Damages).

3
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8
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10

11

12

1 3

14

1 5

1 6

1 7

1 8

1 9

20
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The  Compa ny ha s  propos e d a  ne ga tive  a djus tme nt of $98,161 from the  te s t-ye a r le ve l.

S ta ff, howe ve r, propos e s  a  ne ga tive  $161,413 a djus tme nt a nd RUCO propos e s  a  ne ga tive

$143,320 adjus tment. Both S ta ff and RUCO have  underes timated the  leve l of future  expenses .

While  UNS  Ele ct1'ic's  te s t-ye a r e xpe nse  for ge ne ra l lia bility insura nce  wa s  $l56,480, the

actua l cos t for ca lenda r yea r 2006 was  $163,380.89 Increases  in insurance  premiums drove  these

expense  increases .90 A three -year average  of averaging costs  - a s  S ta ff endorses  - does  not a llow

the  Company to recover known, actual and necessary costs  for this  necessary insurance  coverage .

S e cond, the  e xpe ns e  a s s ocia te d with Office rs  a nd Dire ctors  lia bility ins ura nce  mus t be

incurre d if the  Compa ny is  to a ttra ct a nd re ta in Office rs  a nd Dire ctors . 91 No P a rty dispute s  the

ne e d for this  cove ra ge . No e vide nce  wa s  pre se nte d tha t the  be ne fit of this  cove ra ge  "flows  to die

s ha re holde rs ," a s  s ugge s te d by S ta ff. It s hould be  note d tha t the  cos t of this  cove ra ge  wa s  not

a lloca te d to UNS  Ele ctric in 2004 a nd wa s  only pa rtia lly a lloca te d in 2005, which e xpla ins  the

The  Compa ny be lie ve s  a  ne ga tive  a djus tme nt for worke rs  compe ns a tion e xpe ns e  .

equa ling $98,161 -- is  appropria te  because  the  tes t-year leve l of $173,456.03 appeared "abnormally

high due  to the  timing of whe n a ctivity wa s  a ctua lly e xpe ns e d."93 A thre e -ye a r a ve ra ge  of the

accrua l for worker's  compensa tion, $75,294.59, is  thus  appropria te .94 This  trans la tes  to a  nega tive

$98,161 .44 adjustment from die  tes t-year leve l. But to take  the  three-year average  for a ll expenses

in the  entire  FERC Account 925 .... a s  S ta ff sugges ts  - ignores  the  rea l cos t of both genera l liability

insurance  and Office rs  & Directors  liability insurance  expense .95
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Ex. UNSE-24 U)ukes Rebuttal) at 4, Ex. DJD-2.
Ex. UNSE-24 (Dukes Rebuttal) at 4.
Ex. UNSE-24 (Dukes Rebuttal) at 5.
Ex. UNSE-24 (Dukes Rebuttal) at 4.
Ex. UNSE-24 (Dukes Rebuttal) at 5.
Ex. UNSE-25 (Dukes Rejoinder) at Ex. DID-8, Page 2 of 2.
Ex. UNSE-25 (Dukes Rejoinder) at 2.
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Furthe r, UNS Electric has  noted seve ra l e rrors  in S ta ff"s  ca lcula tions , including:

Fa iling to ta ke  into a ccount tha t the  Compa ny's  a djus te d te s t-ye a r le ve l is  a lre a dy

reduced by $63,252 to adjust worker's  compensa tion to a  cash basis .

Overlooldng tha t, because  accrua ls  for worke r's  compensa tion were  too la rge  in the

te s t ye a r, the  a mount wa s  re duce d the  following ye a r, re s ulting in  a  ne ga tive

worke r's  compensa tion expense . But a  nega tive  amount for worke r's  compensa tion

e xpe ns e  is  not norma l a nd re curring. Thus , the  e xpe ns e  le ve l of $398,032 for

FERC Account 925 -- which includes  the  nega tive  worke rs  compensa tion amount .-

cannot be considered normal.96

For the se  re a sons , the  Commiss ion should a pprove  the  Compa ny's  propose d a mount for Injurie s

a nd Da ma ge s  e qua ling $64,24l.7l, which re fle cts  the  ne ga tive  $98,161.44 a djus tme nt from te s t-

year leve l equaling $562,403 . l5.

13 e. Incentive Compensation.

UNS  Ele ctric re que s ts  a  pos itive  $39,026 a djus tme nt to the  te s t-ye a r le ve l, ta king the

a ve ra ge  of the  ince ntive  compe nsa tion e xpe nse  for the  pa s t two ye a rs  a nd a djus ting the  a mount

re fle cted in the  te s t-yea r ope ra ting expense s  to tha t leve l.97 UNS Electric propose s  recove ry of a

tota l of $168,060 for PEP expenses  and $48,970 for Office r's  Long-Term Incentive  P rogram. S ta ff

a nd RUCO propos e  s e ve ra l re ductions  from te s t-ye a r le ve ls . The  Compa ny oppos e s  the s e

reductions .
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17

18

19
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f. Pe rformance  Enhancement P lan  (PEP)

23

The  Compa ny's  P e rforma nce  Enha nce me nt P rogra m ("P EP ") is  a  core  compone nt of its

employees ' compensa tion - promoting cos t conta inment and cus tomer se rvice . PEP puts  a  portion

of employee 's  tota l compensation a t risk and should be  seen as  a  means to encourage  and enhance

24

25

26

27
Ex. UNSE-25 (Dukes Rejoinder) at 3.
Ex. UNSE-23 (Dukes Direct) at 9.
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8
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11

group and individua l pe rformance .98 It provides  an additiona l tool for the  Company to "encourage

further cost savings, motiva te  individua ls  and to encourage  employees to impact goa ls ."99

Without the  PEP, the  pressure  to increase  base  compensa tion would become conside rable

be ca use  UNS Ele ctric would ha ve  to compe te  with othe r compa nie s  to a ttra ct a nd re ta in a  skille d

workforce .100 The  Compa ny would ha ve  to incre a s e  its  ba s e  compe ns a tion s o tha t its  tota l

compe nsa tion would be  e quiva le nt to wha t othe r utilitie s  provide . P e rforma nce -ba se d lump sum

cash awards are  standard practice  at 79 percent of companies101

Furthe r, offe ring a  PEP  provide s  cos t sa vings  to cus tome rs  ve rsus  pa ying me dia n ma rke t

wages  a s  ba se  compensa tion. Employe e  cos ts  including va ca tion pa y, s ick le a ve , long-te rm

disability, 401K matching and odder post-re tirement benefits  a re  reduced.102 No party disputes  tha t

the  PEP  program reduces  the  ultima te  cos t pa ssed onto cus tomers  in the  form of reduced payroll

12

1 3

14

1 5

1 6

1 7

1 8

1 9

20
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22

No pa rty a s se rts  Ma t the  tota l e mploye e  compe nsa tion .- including the  P EP  progra m - is

unreasonable  or exorbitant.104 Without die  PEP, cos ts  for the  same  pe rsonne l who provide  direct

s e rvice  to e mploye e s  would undoubte dly go up. Ins te a d of re cognizing the s e  undis pute d fa cts ,

S ta ff and RUCO would have  the  Commiss ion pena lize  the  Company for employing the  same  sort

of compensa tion offe red by a  s ignificant ma jority of its  pee rs .

Othe r Commis s ions  ha ve  re cognize d tha t P EP -type  ince ntive  compe ns a tion progra ms

should be  a llowed as  reasonable  opera ting expenses . For ins tance  the  Massachuse tts  Department

of Te le communica tions  a nd Ene rgy -. in a llowing ince ntive  compe nsa tion e xpe nse s  in the  cos t of

s e rvice  for Bos ton Ga s  Compa ny (db Ke ys pa n Ene rgy De live ry Ne w Engla nd) - found tha t the

compa ny's  ince ntive  compe nsa tion pla n is  s imila r to tha t offe re d by othe r utilitie s  compe ting for

23

24

25

26

27

98

99

100

101

102

103

104

Ex. UNSE-24 (Dukes Rebuttal) at 8.
Ex. UNSE-24 (Dukes Rebuttal) at 8.
EX. UNSE-24 (Dukes Rebuttal) at 8.
Ex. UNSE-24 (Dukes Rebuttal) at 8.
Ex. UNSE-24 (Dukes Rebuttal) at 9.
Ex. UNSE-24 (Dukes Rebuttal) at 7.
Ex,UNSE-24 (Dukes Rebuttal) at 6-7.
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1

2

3

s imila rly-s ldlle d e mploye e s .105 Noting tha t pa rt of Bos ton Ga s ' pla n wa s  ba s e d on fina ncia l

pe rformance , the  depa rtment found it appropria te  to include  this  plan in cos t of se rvice  because  it

included other ca tegories  unre la ted to financia l pe rformance , s ta ting:

4

5

6

While  the  Compa ny's  fina ncia l pe rfo rma nce  is  one  a s pe ct o f Bos ton  Ga s '
ince n tive  compe ns a tion  p la n , it is  no t the  s o le  crite rion  on  which  ince n tive
compe nsa tion is  ba se d. The  Compa ny's  ince ntive  compe nsa tion pla n, include s  a
wide  a rra y of ince ntive  ca te gorie s  tha t a re  unre la te d to die  Compa ny's  ove ra ll
fina ncia l pe rforma nce , but a re  de s igne d to e ncoura ge  a ctivitie s  s uch a s  cos t-

7

8

9

10

Here , UNS Electlic's  PEP  is  ba sed on cos t conta inment (30 pe rcent) and cus tomer se rvice

goa ls  (40 pe rce nt) a s  we ll a s  fina ncia l pe rforma nce  (30 pe rce nt).107 Unde r the  Ma s s a chus e tts

De pa rtme nt of Te le communica tions  a nd Ene rgy's  s ta nda rd, it is  cle a rly re a s ona ble  a nd fully

11 recoverable.
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Additiona lly, the  Florida  P S C a pprove d ince ntive  compe nsa tion e xpe nse s  for Gulf P owe r

Compa ny in  2002. The  P S C found  tha t Gulf"s  p la n  wa s  ne ce s s a ry fo r its  s a la rie s  to  be

competitive , noting tha t 25 pe rcent of a  Gulf employee 's  sa la ry must be  "re -ea rned" every year.108

Furthe r, "when the  employees  exce l, we  be lieve  tha t the  cus tomers  bene fit from a  highe r qua lity of

s e rvice ."109 The  Ma ryla nd P S C a pprove d ince ntive  compe ns a tion for Wa s hington Ga s  Light

Compa ny ("WGL") in 2003 be ca us e  the  pla n 's  crite ria , including cus tome r s a tis fa ction, s a fe

ope ra tion and e fficiency - provided direct bene fits  to ra tepaye rs .u0 The  Maryland PSC a lso noted

tha t ha ving a n ince ntive  compe ns a tion pla n a s  pa rt of tota l compe ns a tion is  pre fe ra ble  to a n

e xclus ive  re lia nce  on ba se  pa y."1 The  Ne va da  P UC ha s  a llowe d e xpe nse s  for NP C's  short-te rm

incentive  plan because  "[the ] measures  e ithe r directly benefit the  cus tomer (i.e ., re liable  se rvice ) or

indire ctly be ne fit the  cons ume r through ra te s ."112 Wh ile  n o t a ll Co mmis s io n s  h a ve  fu lly
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2003 WL 22964772 (Mass.D.T.E.) at 54-55.
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re cognize d this  e xpe ns e , the s e  de c is ions  s how how full re cognition ca n be  wa rra nte d whe n s uch

progra ms  a re  de s igne d to e ncoura ge  ma ximum e mploye e  pe rforma nce  for the  cus tome rs ' be ne fit,

a s  is  the  ca s e  with UNS  Ele ctric 's  P EP  progra m.

S ta ff re c omme nds  tha t a  50 /50  s ha ring  o f the  P EP  a lloc a tion  be twe e n  ra te pa ye rs  a nd

s ha re holde rs . This  re comme nda tion ignore s  the  cos t s a vings  a nd be ne fits  the  P EP  provide s  to

cus tome rs . Be c a u s e  th e  P E P  p u ts  a  p o rtio n  o f e m p lo ye e  p a y a t-ris k th ro u g h  a  va ria b le  p a y

progra m, which Me  Compa ny ca n us e  it a s  a  tool to  a ffe c t the  be ha vior of e lig ib le  e mploye e s  to

provide  a nd  promote  a dditiona l be ne fits  to  cus tome rs  without inc re a s ing  cos t."3  The s e  e lig ib le

e mploye e s  inc lude  a ll non-union  e mploye e s , un ion  e mploye e s  would  be  inc lude d  if the ir un ion

ha d not re je cte d putting a ny pa rt of the ir pa y a t-ris k.u4 S ta ff doe s  not a s s e rt tha t the  a mount of a t-

ris k compe ns a tion is  unre a s ona ble  during the  te s t ye a r. S ta ff a ls o doe s  not a ddre s s  the  re ce nt

d e c is io n  in  th e  AP S  ra te  c a s e ,  De c is io n  No .  6 9 6 6 3  (J u n e  2 8 ,  2 0 0 7 ),  wh e re  th e  Co m m is s io n

a llowed for ca s h-bas ed incentive  compens a tion plan expens es .115

RUCO ta ke s  a  more  e xtre me  pos ition  Dia n  S ta ff RUCO would  d is a llow a ll P EP  progra m

e xpe ns e s , ma inly be ca us e  te s t-ye a r P EP  pa yme nts  we re  ma de  unde r a  s pe cia l re cognition a wa rd

("S RA") a uthorize d by the  Boa rd of Dire c tors . RUCO ignore s  the  fa c t tha t the  S RA wa s  ba s e d on

2005  P E P  goa ls  tha t we re  a c h ie ve d  a nd  no t re la te d  to  fina nc ia l pe rfonna nc e .u6 Bu t  fo r  a n

unp la nne d  ou ta ge  a t Tuc s on  E le c tric  P owe r Compa ny's  S p ringe rville  Ge ne ra ting  S ta tion ,  the

e vide nce  s hows  tha t a ll of the  goa ls  of the  2005 P EP  would ha ve  be e n a chie ve d.117 RUCO doe s

not c la im the  P EP  progra m e xpe ns e  is  unre a s ona ble , a nd it ca nnot dis pute  tha t the  Compa ny's  a t-

ris k compe ns a tion  is  re curring ."8  Expe ns e s  for the  progra m we re  incurre d  in  2004, 2005, 2006,

a nd the y a re  like ly to be  incurre d a ga in in 2007.119 Norma lizing the  e xpe ns e  ma ke s  s e ns e  be ca us e
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Ex. UNSE-25 (Dukes Raj binder) at 5.
Ex. UNSE-24 (Dukes Rebuttal) at 11, Tr. (Dukes) at 831 .
Ex. UNSE-24 (Dukes Rebuttal) at 10, Decision No. 69663 at 37.
Ex. UNSE-24 (Dukes Rebuttal) at 29 .
Ex. UNSE-24 (Dukes Rebuttal) at 29.
Tr. (Dukes) at 580-81.
Tr. (Dukes) at 583.
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ye a r principle , a t-risk compe nsa tion e xpe nse  wa s  re a sona bly incurre d a nd re cove ry of a ll of the

te s t-ye a r S RA is  a ppropria te . But RUCO's  a tte mpt to dis a llow a ll a t-risk compe nsa tion e xpe nse

under the  PEP or the  SRA is  unreasonable .

It is  undispute d tha t a t-risk compe nsa tion is  pa id to a ll non-union e mploye e s The  PEP

provide s  a  portion of e mploye e s ' ove ra ll compe ns a tion ba s e d on whe the r individua l e mploye e

performance  he lps  the  Company mee t its  objectives .l22 Employees  whose  individua l goa ls  a re  met

a s  pa rt of the  P EP  a re  like ly to re ce ive  more  compe ns a tion. In turn, cus tome rs  be ne fit from the

improved pe rformance  of employees  whose  jobs  directly re la te  to se rving the  cus tomer. There fore ,

UNS  Ele ctric's  P EP  Expe ns e  provide s  dire ct cus tome r be ne fits , is  re a s ona ble  a nd s hould be

a llowe d.

I

Officers' Long-Term Incentive Program.
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Supplemental Executive Retirement Program (SERP)

22
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g .

This  progra m is  a n inte gra l pa rt of die  office r's  long-te rm tota l compe ns a tion progra m.123

The  a rgume nts  S ta ff ra is e s , a nd the  e vide nce  pre s e nte d , mirrors  tha t of the  P EP . The s e  cos ts

s hould be  a llowe d for the  s a me  re a s ons  tha t jus tify a llowing P EP  e xpe ns e s .

(i)

UNS  E le c tric  b e lie ve s  th e  te s t-ye a r e xp e n s e  fo r S E R P ,  $ 8 3 ,5 0 6 ,  is  re a s o n a b le  a n d

a ppropria te  a nd s hould be  re cove ra ble  in ra te s . S ta ff a nd RUCO, howe ve r, both re comme nd tha t

UNS  Ele ctric 's  te s t-ye a r S ERP  e xpe ns e  be  comple te ly dis a llowe d.

S ta ff a nd RUCO did not pre s e nt e vide nce  tha t the  S ERP  is  a n a typica l cos t for a  utility, or

tha t UNS  Ele c tric 's  ove ra ll e xe cu tive  compe ns a tion  cos ts  a re  unre a s ona ble  o r ou t-of-line  with

indus try pra ctice . To the  contra ry, the  Compa ny provide d e vide nce  tha t S ERP s  a re  offe re d by 93

pe rce nt of ge ne ra l indus try compa nie s  a nd 96  pe rce nt of e ne rgy/u tility compa r1Lie s .124 This

informa tion ca me  from the  2007 Ne va da  P UC orde r dirt a llowe d 65 pe rce nt of S ERP  cos ts  to  be24
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Tr. (Dukes) at 580.
Tr. (Dukes) at 575.
Tr. (D es) at 574, 576. .
Ex. UNSE-24 (Dukes Rebuttal) at 13-14.
Ex. UNSE-25 (Dukes Rejoinder) at 9.
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re cove re d through ra te s .125 The re , the  Ne va da  P UC re cognize d tha t NP C's  e xe cutive  office rs  ha d

a ctive ly de m ons tra te d the ir re s pons ive ne s s  to cus tom e rs ,  m uc h  like  UNS  E le c tric 's  e xe c u tive

office rs  ha ve  s hown. Th e  Ne v a d a  P UC wo u ld  n o t a p p ro v e  fu ll S E RP  c o s t re c o v e ry fo r NP C,

though, until the  com pa ny a chie ve d inve s tm e nt-gra de  s ta tus .127 Furthe r,  S ta ff a nd RUCO pla ce

gre a t e mpha s is  on the  mos t re ce nt ra te  ca s e  for S outhwe s t Ga s  Corpora tion ("S WG").128 But both

pa rtie s  ignore  tha t the  pre vious  ra te  de c is ion for S WG did  a llow re cove ry for S ERP 129. Furthe r,

RUCO  a c knowle dge s  tha t e xe c u tive s  do  p rov ide  d ire c t a nd  s ign ific a n t be ne fit to  UNS  E le c tric

customers.130 F in a lly,  th e  S E R P  o n ly s e rv e s  to  h o ld  e xe c u tiv e s  h a rm le s s  fro m  th e  In te rn a l

Re ve nue  Code  ("IRC").  Tha t IRC on ly de te rm ine s  ta x tre a tm e nt,  which  s hould  no t d ic ta te  wha t

le ve l o f e xe cu tive  com pe ns a tion  to  a pprove  in  ra te s .  As  Mr.  Da lla s  Duke s  te s tifie d  "S ERP  is  a

re tire me nt progra m tha t a llows  Office r to ha ve proportiona te ly e qu iva le n t re tire me nt be ne fits  to a ll

othe r e ligible  e m ploye e s ."131 An d  n o  p a rty h a s  c h a lle n g e d  th e  re a s o n a b le n e s s  o f th e  S E R P

e xpe nse s  the mse lve s . Re cove ry of S ERP  cos ts  s hould  be  a llowe d be ca us e  the s e  e xpe ns e s  a re

re a sona ble , not e xorbita nt, a nd a re  dire ctly re la te d to providing s e rvice  to cus tome rs .

(ii)

UNS  E le c tric  be lie ve s  the  te s t-ye a r a m ount o f S toc k-Ba s e d  Com pe ns a tion ,  $82 ,873 ,  is

re a s ona b le  a nd  s hou ld  be  re cove ra b le  in  ra te s . RUCO  a g re e s . S ta ff,  howe ve r,  re com m e nds

re m o v in g  1 0 0  p e rc e n t o f s to c k-b a s e d  c o m p e n s a tio n  fo r o ffic e rs  a n d  m a n a g e rs . Th a t  is  n o t

re a sona ble .

The  te s t-ye a r s tock-ba s e d compe ns a tion e xpe ns e s  a lloca te d to UNS  Ele ctric  "is  a  portion of

the  no rm a l a nd  re c u rring  c om pe ns a tion  a nd  be ne fits  pa c ka ge  m a de  a va ila b le  to  O ffic e rs  a nd

Dire ctors ."132 Furthe r, s uch compe ns a tion le a ve  Office rs  a nd Dire ctors  inve s te d in the  Compa ny's

Stock-Based Compensation.
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2007 WL 2171450 (Nev.P .U.C.) a t pares. 171, 185.
2007 WL2171450 (Nev.P .U.C.) a t Para . 183.
2007 WL 2171450 0~Iev.p.U.c.) a t pares. 184.
Decision No. 68487 (February 23, 2006) a t 18-19.
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long-tenn success.133 The  ultima te  va lue  of the  s tock options  a wa rde d is  ba s e d on the  future

s trength and pe rformance  of the  Company. Additiona lly, these  awards  a re  made  pursuant to each

individua l e xe cutive 's  Long-Te rm Ince ntive  P la n goa ls .134 Aga in, S ta ff doe s  not dis pute  the

re a s ona ble ne s s  of UNS  Ele ctric's  tota l e xe cutive  compe ns a tion, which include s  the s e  cos ts .

There fore , this  expense  should be  recoverable  in ra tes  as  part of a  reasonable  plan to compensa te

the  Company's  executives .
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h. Rate Case Expense.
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UNS Ele ctric propose s  a  tota l ra te  ca se  e xpe nse  of $600,000, to be  a mortize d ove r thre e

years . S taff be lieves $265,000 in ra te  case  expense  amortized over three  years  - $88,333 per year -

is  a ppropria te . RUCO propose s  $251,000 a mortize d ove r dire  ye a rs . S ta ff a nd RUCO ba se  the ir

recommenda tions  on a  faulty founda tion.

Both S ta ff and RUCO depend on the  most recent Southwest Gas  ("SWG") ra te  case  as  the

ba s is  for the ir propose d ra te  ca se  e xpe nse . Both pa rtie s  ignore  the  fa ct tha t S WG indire ctly

a lloca te s  its  corpora te  sha red se rvices  cos t according to the  Massachuse tts  Formula . By contra s t,

TEP  dire ctly a lloca te s  the  a ctua l cos t for s e rvice s  provide d to UNS  Ele ctric by s ha re d s e rvice

depa rtments  of TEP .135 The  inadequa te  a llowances  proposed by S ta ff and RUCO would punish

UNS Electric for employing an a rrangement tha t clea rly bene fits  its  cus tomers .

Unde r the  me thod e mploye d by S WG, its  Arizona  cus tome rs  a re  pa ying for 50 pe rce nt of

the  company's  accounting, lega l, plant accounting, parables , budge ting and other departments .136

By contra s t, UNS  Ele ctric cus tome rs  pa y only for s e rvice s  the  Compa ny a ctua lly re ce ive s  from

TEP .137 RUCO a dmits  UNS  Ele ctric doe s  not ha ve  inte rna l pe rs onne l built into its  ba s e  ra te s ,

whereas  SWG does .138 So when RUCO bases  its  recommended ra te  case  expense  on wha t was

approved for SWG in Decis ion No. 68487 (Februa ry 23, 2006), and not on the  facts  of this  case , it23
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EX. UNSE-24 (Dukes Rebuttal) at 15.
Ex. UNSE-25 (Dukes Rejoinder) at 10.
Ex. UNSE-24 (Dukes Rebuttal) at 16.
Ex. UNSE-24 (Dukes Rebuttal) at 16.
Ex. UNSE-24 G)ukes Rebuttal) at 16.
Ex. UNSE-39.
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1

2

3

4

5

is  compa ring a pple s  to ora nge s .139 S ignifica nt a ccounting diffe re nce s  e xis t be twe e n S WG a nd

UNS Electric, a s  the  evidence  clea rly shows.

Furthe r, the  e vide nce  a lso shows  tha t dire ct a lloca tion sa ve s  ra te pa ye rs  $2.3 mi1lion.140

De nying full re cove ry of s uch minimize d e xpe ns e s  would e s s e ntia lly force  TEP 's  cus tome rs  to

subs idize  the  prepa ra tion and de fense  of UNS Electric's  ra te  case .141 Ins tead of applauding UNS

Ele ctric for s a ving its  cus tome rs  mone y, S ta ff a nd RUCO would ha ve  the  Commis s ion pe na lize

the  Company by disa llowing reasonable  expenses.

Fina lly, S ta ff and RUCO ignore  the  fact tha t UNS Electric rece ived twenty-one  se ts  of da ta

re que s ts . The  Compa ny s hould be  a llowe d re cove ry of e xpe ns e s  it re a s ona bly incurs  to bully

respond and defend its  position throughout the  ra te  case  process.
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i. Bad Debt Expense.
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Fle e t  Fu e l Exp e n s e .

22

UNS Electric and Sta ff agree  tha t a  $66,947 adjustment to bad debt expense  is  appropria te .

RUCO oppose s  the  a djus tme nt, ignoring the  fa ct tha t ba d de bt incurre d by UNS Ele ctric te nds  to

fluctua te  s ignifica ntly ye a r ove r ye a r. The  te s t ye a r wa s  not re fle ctive  of the  his torica l ye a rs  or

mos t re ce nt a ctivity.142 Ba d De bt Expe nse  for UNS Ele ctric fluctua te d from $296,428 in 2005 to

$715,267 be tween June  2006 and June  2007.143 The  Company's  pro forma  reques t of $423,929

(Tes t-yea r expense  of $356,982 plus  $66,947) is  in line  with normal and recuning leve ls .

j-

UNS Electric and RUCO agree  tha t the  Flee t Fue l Expense  adjus tment should be  for $2.82

times  214,716 ga llons . UNS Electric re commends  a  $31,752 adjus tment ove r te s t-yea r leve ls , for

a  tota l e xpe ns e  of $605,498.144 S ta ff a gre e s  with the  we ighte d a ve ra ge  fue l cos t but only for

207,311 ga llons .145 S ta ff, howeve r, did not incorpora te  additiona l fle e t fue l purchases  during the
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Ex. UNSE-39.
Ex. UNSE-24 (Dukes Rebuttal) at 17, Ex. DID-4.
Ex. UNSE-24 (Dukes Rebuttal) at 17.
Ex. UNSE-25 (Dukes Rejoinder) at 13.
Ex. UNSE-25 (Dukes Rejoinder) at 14.
Ex. UNSE-25 (Dukes Rejoinder) at 2.
Ex. S-60, Schedule C-4.
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1

2

twe lve-month period ending June  2007.146 Nor does  S ta ff incorpora te  a ll flee t fue l expense  for die

twe lve  months  ending in June  2007.147 UNS Electric's  adjus tment should be  adopted because  it

more  accura te ly re flects  the  flee t fue l expense .

k .

UNS  Ele ctric a nd S ta ff a gre e  on a n $83,786 a djus tme nt to  te s t-ye a r le ve ls . Postage

e xpe nse  ha s  fluctua te d from $415,524 to $257,88l, to $365,567 ove r the  pa s t thre e  ye a rs , while

the  number of bills  sent to the  Company's  growing cus tomer base  has  s teadily increased.148 This

is  due  to the  fact tha t non-bill items, such a s  informa tiona l and educa tiona l ma te ria ls , can fluctua te

s ignifica ntly ove r diffe re nt time  pe riods .149 Norma lizing the s e  e xpe ns e s  while  a ls o re fle cting a

known postage  ra te  increase  in 2007 is  a  reasonable  adjustment.

Postage Expense.

1. Membership Dues Expense.
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The  Com pa ny s upports  a  ne ga tive  $13,759 a djus tm e nt to re m ove  due s  a s s ocia te d with the

E d is o n  E le c tric  In s t itu te  ("E E l") Utility Air R e g u la to ry G ro u p  ("UAR G ") Du e s .  Th e  C o m p a n y

a ls o  a g re e s  with  re m o v in g  O th e r Me m b e rs h ip  a n d  In d u s try As s o c ia t io n  Du e s . 1 5 0  Bu t S ta ff

a dvoca te s  re m oving 49.93 pe rce nt of EEl core  due s . l51 Tha t is  unre a s ona ble . E E l p ro v id e s  a

m u lt itu d e  o f b e n e fits  to  th e  C o m p a n y,  in c lu d in g  m a n y th a t  s e rv e  c u s to m e rs '  in te re s ts .  F o r

e xa m ple ,  in  lobbying a ga ins t le gis la tion tha t would im pos e  e xce s s ive  cos ts  on the  Com pa ny,152

EEl he lps  e ns ure  tha t thos e  cos ts  a re n 't pa s s e d a long to cus tom e rs .l53 EEl a nd its  UARG provide

re a l be ne fits  to cus tom e rs  a nd e le ctric  com pa nie s  a like . Furthe r, the  Com pa ny a lre a dy is  a gre e ing

to  a  te s t-ye a r e xc lu s io n  o f u p  to  4 8  p e rc e n t  o f th e  a n n u a l E E l e xp e n s e .1 5 4 The re fore ,  the

Compa ny's  a djus tme nt is  more  tha n re a s ona ble .
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Ex. UNSE-25 (Dukes Re joinder) a t 1-2, Ex. DJD-7.
Ex. UNS E-25 (Dukes  Re joinde r) a t 1.
Ex. UNSE-25 (Dukes Re joinder) a t 21 .
Ex. UNSE-24 ODukes Rebutta l) a t 30.
Ex. UNSE-24 (Dukes Rebutta l) a t 18.
Ex. UNSE-24 (Dukes Rebutta l) a t 17. Ex. S -60, Schedule  C-12.
Ex. UNSE-24 (Dukes Rebutta l) a t 18.
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Ex. UNSE-24 (Dukes Rebutta l) a t 18.
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1 m . A&G Ca p ita liza tio n  Exp e n s e .

2

3

4

5

6

The  Compa ny a nd S ta ff a gre e  tha t a  $301,187 a djus tme nt to A&G Ca pita liza tion is  a

reasonable  and appropria te  expense . RUCO does not, a rguing tha t this  equates  to double  recovery.

The re  is  no e vide nce  to  s upport RUCO's  cla im. As  Mr. Duke s  te s tifie d , th is  is  a  known a nd

me a sura ble  cha nge  in the  ca pita liza tion for sha re d se rvice s  de pa rtme nts  tha t impa cts  e xpe nse s

prospective ly.l55 Furthe r, ca pita liza tion ra te s  for s ha re d s e rvice , ope ra tiona l a nd cons truction

de pa rtme nts  will cha nge  ove r tirne .156 The se  cos ts  a re  re curring a nd a n a djus tme nt to te s t-ye a r

a ctivity re fle cts  known a nd me a s ura ble  cha nge s  tha t re pre s e nt re curring a ctivity.157 The re  is ,

the re fore , no evidence  of double  recovery as  RUCO cla ims.

ll. De p re c ia tio n  a n d  P ro p e rty Ta x fo r CWIP .

The  Compa ny propos e s  a  $689,512 a djus tme nt dire ctly a s s ocia te d with die  inclus ion of

CWIP  in ra te  ba s e .158 For the  s a me  re a s ons  tha t CWIP  s hould be  include d in ra te  ba s e , the

Compa ny's  de pre cia tion a nd prope rty ta x a djus tme nt for CWIP  should be  a pprove d. If CWIP  is

not a llowed in ra te  base , this  adjustment is  not needed.
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0. Corporate Cost Allocations.

UNS Electric proposes  a  $95,285 adjus tment over te s t-year leve ls  for a  pe rcentage  of cos ts

cha rge d to UNS  Ele ctric. RUCO would re duce  this  a mount to $87,142 due  to wha t it vie ws  a s

inappropria te  trave l, mea ls  and othe r expense s . RUCO ignore s  the  fact dirt the se  a re  norma l and

recurring costs  re la ted to business  mee tings , company-re la ted trave l and employee  recognition.159

Furthe r, othe r amounts  a re  for cos ts  directly re la ted to purchas ing the  domain name  UNS.com, the

pre pa ra tion a nd printing of the  UniS ource  Ene rgy a nnua l re port, ma te ria ls  for the  UniS ource

Ene rgy Boa rd of Dire ctors  a nd a  ca mpa ign to promote  e ne rgy e fficie ncy.160 These  a re  cos ts
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155

156

157

158

159

160

Ex. UNSE-25 (Dukes Rejoinder) at 14.
Ex. UNSE-25 (Dukes Rejoinder) at 14
Ex. UNSE-24 (Dukes Rebuttal) at 24.
Ex. UNSE-24 (Dukes Rebuttal) at 2.
Ex. UNSE-24 (Dukes Rebuttal) at 25.
Ex. UNSE-24 (Dukes Rebuttal) at 25-26.
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1

2

dire ctly re la te d to providing s e rvice  to cus tome rs , a re  ne ce s s a ry cos ts  of doing bus ine s s  a nd

running a  utility, a re  reasonable , and should not be  excluded a rbitra rily.

3

4

p . De p re c ia tio n  a n d  P ro p e rty Ta xe s  fo r CWIP  in  P la n t in  S e rvic e
a t Te s t-Ye a r End .

5 The  Company supports  S ta ffs  adjus tment of $26,582 if the  Commiss ion does  not approve

CWIP in ra te  base .16l If CWIP is  approved in ra te  base , however, this  adjustment is  not needed.

q . Ca ll Cente r Expens es .

UNS  Ele ctric propos e s  to re cove r its  a ctua l Ca ll Ce nte r Expe ns e s  in ra te s . UNS  Ele ctric

uses  TEP 's  ca ll cente r to re spond to cus tomer ca lls . Some  of the  ca ll cente r cos ts  a re  a lloca ted to

UNS  Ele ctric. S ta ff ha s  not cha lle nge d this  e xpe nse . Howe ve r, RUCO propose s  tha t a ll of the se

cos ts  be  dis a llowe d a nd re pla ce d with much lowe r hypodre tica l cos ts  ba se d on re giona l office s

us e d in a  pre vious  ye a r. RUCO's  propos a l is  not s upporte d by S ta ff a nd is  fla we d in s e ve ra l

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

re spe cts .

Although Mr. Moore  s e e m e d to hint othe rwis e  during  the  e vide ntia ry he a ring , his  e ntire

a rgument appea rs  to re s t on the  s ole  s ta tis tic tha t 15.3 pe rcent of cons umer compla ints  were  bas ed

on "qua lity of s e rvice " is s ue s  in 2004 a nd 2007.162 But tha t s ta tis tic  de rive s  from  a  cons um e r

s e rvice  re port s howing tha t cus tome r s e rvice  compla ints  ha ve  droppe d from 2006 to 2007, e ve n

propos e d dis a llowa nce  is  limite d to one  s ta tis tic ta ke n out of conte xt.

RUCO a ls o com ple te ly ignore s  tha t the  us e  of TEP 's  ca ll ce nte r re duce s  cos ts  for UNS

Electric, which othe rwis e  would have  been needed to augment its  ca ll cente r ii.1nctions .164 Thanks

to the  s ha re d ca ll ce nte r, UNS  Ele ctric  ha s  65 cus tom e r s e rvice  re pre s e nta tive s  a nd 237 line s

a va ila b le  for its  cus tom e rs , a nd s ophis tica te d ca ll routing  a nd m onitoring  e quipm e nt to a s s ure

service  qua lity.165 The  ca ll ce nte r op e ra te s  12  hours  a  da y, five  da ys  a  we e k - a  s ig nifica nt

25

26

27

161

162

163

164

165

Ex. S-60, Schedule C-3.
Ex. RUCO-5 at 24-25, Ex. UNSE-42.
Tr. (Moore) at 907-08.
Ex. UNSE-21 (Ferry Rebuttal) at 4.
Ex. UNSE-21 (Ferry Rebuttal) at 4.

35



1

2

3

4

5

improve me nt ove r pre vious  h0urs .166 A 24-hour toll fre e  numbe r ha s  re pla ce d multiple  numbe rs

c u s to m e rs  o n c e  n e e d e d  to  s o rt th ro u g h  to  c o n ta c t th e  a p p ro p ria te  c u s to m e r s e rvic e

repre senta tive .167 Due  to its  high cus tomer growth, UNS Electric would have  needed to inves t in

new sys tems , additiona l phone  line s , increa sed s ta ffing and pe rsonne l, and expanded facilitie s  to

provide  a de qua te  cus tome r s e rvice .168 Consolida tion of the  ca ll ce nte r functions  with TEP  a nd

UNS Gas has proven to be  far more  efficient and cost e ffective .169

r .

The  Company be lieves  te s t-yea r levels of ove rhe a d line  ma inte na nce  re pre se nt a  norma l

and recuning leve l of ope ra ting expense .170 S ta ff agrees . RUCO now appears  to support a  three -

ye a r norma lize d le ve l of $1 .054 million!" RUCO origina lly propos e d $882,175. The  Compa ny

s till be lie ve s  die  te s t-ye a r le ve l of $1,149,853 re pre s e nts  re a s ona ble  a nd re runing ope ra ting

Overhead Line Maintenance.

expenses 1

s .

S ta ff proposed a  nega tive  $10,906 adjus tment to disa llow a  10 percent mark-up above  cost

re la te d to cha rge s  to UNS  Ele ctric for s e rvice s  provide d by a n a ffilia te d compa ny, S outhwe s t

Ene rgy S e rvice s .172 This  a djus tme nt wa s  firs t introduce d in Mr. S mith's  S urre butta l Te s timony.

The Company opposes this  adjustment because  it actually incurred the  costs  and Staff presented no

evidence  tha t the  cost incurred was unreasonable .

SES Markup Above Cost.

6
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t. Other Expenses

22

UNS Electric agrees  with RUCO tha t $10,013 of cos ts  in this  ca tegory should be  removed.

But RUCO s e e ks  to  dis a llow a n a dditiona l $63,607 - for a  tota l $73,620 dis a llowa nce . UNS

Ele ctric's  Vice  P re s ide nt a nd Ge ne ra l Ma na ge r, Thoma s  J . Fe n'y, te s tifie d tha t the se  e xpe nse s

provide  dire ct be ne fits  for cus tome rs . For ins ta nce , e xpe ns e s  incurre d a t Wa lgre e n, Wa l-Ma rt23

24
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26

27

166

167

168

169

170

171

172

Ex. UNSE-20 (Ferry Direct) a t 6.
Ex. UNSE-20 (Ferry Direct) a t 7.
Ex. UNSE-21 (Ferry Rebuttal) at 4.
Ex. UNSE-21 (Ferry Rebuttal) at 5.
Ex. UNSE-24 (Dukes Rebuttal) at 31 .
Tr. (Moore) at 853, 882.
Ex. S-58 at 41.
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1

2

3

4

5

6

a nd Home  De pot s te mme d from purcha s e s  of mis ce lla ne ous  office  s upplie s , s ma ll tools  a nd

ha rdwa re  for cons truction cre ws .73 Me a ls  purcha s e d a t loca l re s ta ura nts  or brought into office

mee tings  we re  consumed by UNS Electric employees  who were  pe rforming needed ma intenance

or ope ra tions  ta sks , or for tra ining se ss ions .174 Such e xpe nse s  a re  commonly incurre d by ma ny

companies  in the  routine  course  of bus iness . The  cos t of a ir trave l be tween Kingman and Tucson,

me a nwhile , a voids  e xpe ns e s  for ove rnight s ta ys , fue l/ga s  for five -hour drive s , a nd s ignifica ntly

hours  in e mploye e  tra ve l time  which ca n be  s pe nt more  productive ly e ls e whe re .175 No pa rty

dis pute s  Mr. Fe rry's  te s timony a s  be ing not cre dible  or truthful in this  re ga rd. S o, Mr. Fe nny's

te s timony should be  accepted a s  providing more  than sufficient evidence  to jus tify the  recove ry of

these expenses in rates.

u . Va le nc ia  Turb ine  Fue l.

Contra ry to RUCO's  a sse rtion, the  Company is  not seeking to recove r Va lencia  Fue l Cos ts

through the  P P FAC. But Mr. Duke s  re comme nds  tha t Va le ncia  fue l be  include d a s  pa rt of the

base  costs  to more  accura te ly re flect the  a ctua l cos t of fue l a ndpurcha se dpowe r g0ingforward.176

Sta ff appea rs  to agree  tha t Va lencia  fue l cos ts  should be  included a s  pa rt of the  de te rmina tion for

the  ba s e  powe r s upply cha rge  in this  ca s e . The re fore , the  pos itive  $266,198 a djus tme nt for

Valencia  turbine  fue l in opera ting expenses is  accura te , appropria te  and reasonable .
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22

Non-Re c urring /Atypic a l Expe ns e s

23

v.

RUCO  o rig in a lly p ro p o s e d  d is a llo win g  $ 1 4 ,2 5 1 re la te d  to  s pe c ific  Ma na ge me n t

Associa te d Re sults  Compa ny ("M.A.R.C.") tra ining progra m cos ts  tha t RUCO be lie ve d we re  non-

re curring.177 But during the  e vide ntia ry he a ring, RUCO witne s s  Mr. Moore  indica te d tha t if the

Compa ny provide d "a  la te -file d  e xhibit s howing tha t [the ] pa rticula r [M.A.R.C.] tra in ing is  a

re gula rly occurring  tra in ing , [RUCO] will no t ma ke  tha t a d jus tme nt."178 In re s pons e , the

24
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27

173

174

175

176

177

178

Ex. UNSE-21 (Ferry Rebuttal) at 6.
Ex. UNSE-21 (Ferry Rebuttal) at 6.
Ex. UNSE-21 (Feny Rebuttal) at 7.
Ex. UNSE-24 (Dukes Rebuttal) at 26.
Ex. RUCO-7 (Moore Sulrebuttal) at 17.
Tr. (Moore) at 899.
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1

2

3

4

Compa ny provide d a  s umma ry of whe n M.A.R.C. tra ining took pla ce  a nd is  s che dule d to ta ke

pla ce  .- a s  we ll a s  a  tra ns a ction de ta il of the  tra ining.179 It is  not cle a r whe the r RUCO will now

withdraw this  adjus tment, but the  Company be lieves  sufficient evidence  is  on the  record jus tifying

this  tra ining a s  norma l and recuning.

5 w. Outside Services (DSM)

6

7

8

9

10

11

12

1 3

The  Compa ny be lie ve s  tha t a  ne ga tive  $17,055 a djus tme nt is  a ppropria te . This  a mount

was  inadvertently missed when the  Company made  its  origina l adjus tment on this  item.180 RUCO,

howe ve r, a ls o s ugge s ts  re moving $49,920 in te s t-ye a r e xpe ns e  re la te d to DS M a ctivity. RUCO

ignores  tha t $32,865 was a lready included in the  Company's  DSM and Renewables  adjustment.181

Howe ve r, die  Compa ny provide d RUCO with work pa pe rs  which show tha t the  $32,865 tha t wa s

pa rt of the  origina l $136,139 wa s  in fa ct re move d from te s t-ye a r e xpe ns e s  in the  origina l pro

forma .l82 These  amounts  were  pa rt of FERC Account No. 908, but the  additiona l $17,055 was  not

included.183 The re fore , while  the  Company agree s  with RUCO tha t the  entire  $49,920 should be

1 4 removed, die fact remains that $32,865 of that total already was removed. The re fore , the

1 5 rema ining amount - $17,055 - is  the  only furthe r adjus tment needed.

1 6 x. Depreciation and Amortization Expense

1 7

1 8

19

20

21

The  Compa ny a cce pts  S ta ffs  pro forma  pos itive  $519,876 a djus tme nt. The  Compa ny's

o rig in a l p ro p o s a l wa s  fo r $ 5 8 2 ,9 8 1 .  Th is  co rre c ts  UNS  E le c tric 's  d e p re c ia tio n  ra te  fo r

tra nsporta tion e quipme nt.184 Ms . Kis s inge r note s  tha t RUCO fa ils  to re cognize  tha t a  portion of

transporta tion deprecia tion is  capita1ized.185 Thus , RUCO's  proposed adjus tment is  incorrect and

should not be  adopted.
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1 8 1

182

183

184

185

Ex. UNSE-59, Tr. at 1358.
Ex. UNSE-24 (Dukes Rebuttal) at 27.
Ex. UNSE-24 (Dukes Rebuttal) at 27.
Ex. UNSE-25 (Dukes Rejoinder) at 17, Ex. DID-10.
EX. UNSE-25 (Dukes Rejoinder) at Ex. DJD-10, page 1.
Ex. S-60, Schedule C-15, EX. UNSE-12 (Kissinger Rebuttal) at 2.
Ex. S-60, Schedule C-15, Ex. UNSE-12 (Kissinger Rebuttal) at 2.
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1 y. P ro p e rty Ta x.

2

3

4

5

6

UNS  Ele c tric  a gre e s  tha t prope rty ta x e xpe ns e  s hould be  re duce d by $190,048 re fle c ting

the  23.5 pe rce nt a s s e s s me nt ra tio ta ldng e ffe ct J a nua ry l, 2008, with one  ca ve a t.186 UNS  Ele ctric

witne s s  Ms . Kis s inge r wa s  tha t ta xa tion ra te s  - a nothe r e le me nt of prope rty ta x .- to be  in e ffe ct

on J a nua ry l, 2008, we re  not ye t known a t the  time  of the  he a ring, the re fore , prope rty ta x e xpe ns e

may actua lly increase .187

7 z. Inc ome  Ta x Expe nse .

8

9

10

1 1

1 2

1 3

The  Company proposes  income tax expense  tota ling $4,803,929, based on the  Company's

me thodology a nd othe r ope ra ting income  a djus tme nts . Ms . Kis s inge r for the  Compa ny e xpla ins

tha t computing pro Ronna  income  ta x e xpe ns e  for curre nt portions  s e pa ra te ly from de fe rre d

portions  re quire s  ide ntifica tion a nd prope r re fle ction of a ll book-ta x a ccounting diffe re nce s

be ca use  non-ca sh de fe rre d income  ta xe s  a re  shown se pa ra te ly from curre nt income  ta xe s  in the

Compa ny's  le a d-la g s tudy for working ca pita l.188 This  tre a tme nt a ls o e ns ure s  tha t a ll Inte rna l

1 4 Revenue Code normalization requirements are met

15

s pe c ifica lly thos e  lis te d  in  S e c tion

168(i)(9)(B)."' Along the se  line s , Ms . Kis s inge r te s tifie d tha t a  dis tinction mus t be  ma de  be twe e n

16

17

18

19

20

curre nt a nd de fe rre d income  ta xe s , some  ite ms  a re  vie we d diffe re ntly for book a nd ta x purpose s ,

she  sa id, while  some  of those  diffe rences  a re  pe rmanent.190 Although RUCO disagree s  with the

Company's  expense , RUCO fa ils  to recognize  tha t the  income  tax component commonly involves

a  s ignifica nt de ba te  ove r the  prope r de fe rre d portion of income  ta x e xpe ns e  a nd ignore s  the

Interna l Revenue  Code 's  normaliza tion requirements .191

2 1 ea. Undisputed Expenses.

22 The  Commis s ion s hould a pprove  die  following unconte s te d e xpe ns e  a djus tme nts , a s  s hown

23 on Attachment 1:
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186
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191

Ex. UNSE-12 (Kis s inger Rebutta l) a t 3.
Ex. UNS E-12 (Kis s inger Rebutta l) a t 3.
Ex. UNSE-12 (Kis s inger Rebutta l) a t 11-12.
Ex. UNSE-12 (Kis s inger Rebutta l) a t 12.
Ex. UNSE-12 (Kis s inger Rebutta l) a t 12.
Ex. UNSE-13 (Kis s inger Re joinder) a t 4.
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1

2

3

Inte res t on Customer Deposits

4

Opera ting Lease  Expense  -

Out of Pe riod Expenses  -

Year-End Accruals  -.-

Post-Retirement Medical - a positive $80,388 adjustment,

a positive $573 adjustment,

a negative $15,779 adjustment,

a positive $86,583 adjustment,

a positive $134,421 adjustment,5

6

7

8

9

10

1 1

12

13

3.

4.

5.

6. Franchise Fee Expense .-- a  negative $15,065 adjustment,

7. Common Sys tems Alloca tions  - a  pos itive  S138,959 adjus tment,

8. Opera ting Sys tems Alloca tions  - a  pos itive  $106,925 adjus tment, and

9. Emergency Bill Assis tance  Expense  -- a  positive  $20,000 adjus tment.

c .

The  Compa ny ha s  propose d a  we ighte d a ve ra ge  cos t of ca pita l ("COC") of 9.89 pe rce nt.

This  is  based on a  6.36 pe rcent cos t of short-te rm debt, an 8.22 pe rcent cos t of long-te rm debt, an

UNS Elec tric 's  P ropos ed Cos t of Capita l is  Reas onable .

14

11.80 percent cos t of common equity and a  capita l s tructure  of 3.97 percent short-te rm debt, 47.18

pe rce nt long-te rm de bt, a nd 48.85 pe rce nt common e quity. All pa rtie s  a gre e  on the  cos t of short-

te rm debt. The  Company and RUCO agree  on the  cos t of long-te rm debt and the  capita l s tructure .

Howe ve r, S ta ff a nd RUCO re comme nd much lowe r cos ts  of e quity, 10.00 pe rce nt a nd 9.30

pe rce nt re s pe ctive ly. The  e vide nce  s hows  tha t only UNS  Ele ctric's  propos e d cos t of ca pita l will

provide  the  Company with a  re turn tha t is  commensura te  with the  risks  faced by inves tors  in UNS

Electric, and will be  sufficient to a ttract the  necessa ry capita l on reasonable  te rms

15

16

17

18

19

20 Capital Structure.

21

22

23

24

25

1 .

S ta ffs  initia l re comme nda tion fa ile d to ta ke  into a ccount a n a me ndme nt ma de  to UNS

Ele ctric 's  cre dit a gre e me nt in 2006, This  re s ults  in  the  s ha re  of long-te rm de bt in the  ca pita l

Mr. P urce ll, did not ta ke  is sue  with this  point in his  S urre butta l Te s timony. Thus , the  Commiss ion

should approve  the  Company's  proposed capita l s tructure .

26

27
192 Ex. UNSE-35 (Grant Rebuttal) at 20.

2.

1 .
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1

2

Cost of Long-Term Debt.

3

4

2.

Aga in , S ta ff d id  not a ccount for the  cos t of the  a me ndme nt to  UNS  Ele ctric 's  cre dit

a gre e me nt - a me nde d in Augus t 2006.193 Mr. P a rne ll did not a ddre s s  this  is s ue  in S urre butta l

Te s timony. Thus , the  Commis s ion s hould a pprove  the  cos t of long-te rm de bt e qua ling 8.22

5 pe rcent.
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7
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12

13

14
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16

3.

Both S ta ff a nd RUCO's  re comme nda tions  for ROE a re  unre a s ona bly low. The  ROE

witne sse s  for the  Compa ny, S ta ff a nd RUCO ba se  the ir ROE re comme nda tions  on cos t of e quity

ana lyse s  us ing va rious  me thodologie s  -. including the  Discounted Cash Flow ("DCF") and Capita l

As s e t P ric in g  Mo d e l ("C AP M").  Bu t wh ile  th e  C o m p a n y's  witn e s s ,  Mr.  Ke n to n  G ra n t,

incorpora te s  the  fina ncia l re a litie s  fa cing UNS  Ele ctric, RUCO witne s s  Willia m A. Rigs by a nd

S ta ff witne s s  Da vid  C. P urce ll ignore  the  un ique  c ircums ta nce s  tha t ma ke  UNS  Ele ctric  a

decidedly riskie r inves tment than the ir re spective  comparable  company groups . S ta ff and RUCO's

witne sse s  a lso ignore  e vide nce  pre se nte d by the  Compa ny tha t the  a ctua l e a rne d ROE for UNS

Ele ctric will be  fa r lowe r tha n wha t is  a uthorize d. And both witne s s e s ' a na lys e s  a re  fla we d in

seve ra l re spects . Fina lly, both witnesses  recommend tha t UNS Electric should be  a llowed an ROE

75 to 145 ba s is  points be low the  ROE re ce ntly gra nte d to AP S  in De cis ion No. 69663 (June  28,

2007).

Re tu rn  o n  Eq u ity.

17
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21

22

a. UNS Electric is decidedly riskier than the comparable company
groups used in the cost of equity methodologies.

23

24

The  cos t of ca pita l is  ba s e d on a  function of the  ris k to which it is  e xpos e d, not of the

ide ntity of the  inve s tor providing ca pita 1.194 Inve s tors  will inve s t in UNS Ele ctric only if the  re turn

adequa te ly compensa te s  them for the  risks  to which the ir capita l is  exposed. But S ta ff and RUCO

ignore  th is  funda me nta l pre mis e  a nd a s s ume  tha t the  ris k for UNS  Ele ctric  is  e quiva le nt to

25

26

27 193

194
Ex. UNSE-35 (Grant Rebuttal) at 20.
Ex. UNSE-36 (Grant Rejoinder) at 11.
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10

11

1 2

inve s tme nt-gra de  holding compa nie s  for e le ctric utilitie s  tha t a re  much la rge r, ha ve  in-hous e

genera tion and possess other key e lements that make them far less risky.

UNS  Ele ctric mus t be  a fforde d a n ROE tha t: (i) a llows  it to a ttra ct ca pita l on re a s ona ble

te rms , (ii) is  re a sona bly sufficie nt to a ssure  confide nce  in die  fina ncia l soundne ss  a nd inte grity of

the  utility, a nd (iii) is  a de qua te  unde r e fficie nt a nd e conomica l ma na ge me nt to ma inta in a nd

s upport its  cre dit, dia s  e na bling it to ra is e  the  mone y ne ce s s a ry for the  prope r dis cha rge  of its

public dutie s . UNS  Ele ctric is  e ntitle d to a n opportLlnity to e a rn a  re turn comme ns ura te  with

re turns  on inves tments  having corre sponding risks . The  evidence  in this  case  is  tha t UNS Electric:

is  a  s ignifica ntly riskie r utility tha n (i) a ny of the  e ntitie s  use d in the  compa ra ble  compa ny groups

us e d by Mr. Gra nt, Mr. Rigs by a nd Mr. P a rce ll in the ir DCF, CAP M, a nd CE a na lys e s , a nd (ii)

othe r e lectric utilitie s  discussed during this  proceeding.

UNS  Ele c tric  mus t compe te  with  o the r e le c tric  u tilitie s  fo r de b t fina ncing , while  its

1 3

1 4

1 5

1 6

17

1 8

19

20

2 1

22

23

24

ultima te  pa rent company, UniSource  Ene rgy, mus t compe te  with othe r e lectric holding companie s

for e quity fina ncing. Mr. Rigs by a dmits  tha t inve s tors  might us e  informa tion s uch a s  whe the r

CWIP is  in ra te  base , cus tomer growth, s ize  of the  utility, use  of a  his torica l te s t yea r, and awarded

ROEs  when making inves tment decis ions .195 Mr. Pa rce ll a cknowledges  equity inves tors  will look

to the  regula ted utilitie s  to the  extent it a ffects  the  holding companies .196 Mr. Purce ll furthe r admits

debt lende rs  will look directly a t the  financia ls  of UNS Electric.197

For many rea sons , UNS Electric s imply is  a  riskie r inves tment than the  holding companie s

us e d in the  compa ra ble  compa ny groups  cite d by Mr. Gra nt, Mr. Rigs by a nd Mr. P urce ll. UNS

Ele ctric fa ce s  high le ve ls  of growth.198 As  note d by Mr. Gra nt in his  re butta l te s timony, UNS

Electric is  decidedly riskie r than die  companie s  in Mr. Rigsby's  proxy group and those  used by Mr.

Purce ll for the  following rea sons :

Specula tive -grade  credit ra ting,

25

26

27

195

196

197

198

Tr. (Rigsby) at 1078-82.
Tr. (Purcell) at 1131-32, 1135.
Tr. (Purcell) at 1137.
Ex. UNSE-35 (Grant Rebuttal) at Ex. KCG-10 and Ex. KCG-11 .
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Lack of common dividend payment,

Financia l impact of growth and regula tory lag,

Te rmina tion of a ll-requirements  power supply contract in 2008,

Ma turity of a ll long-te rm de bt in 2008, a nd

Small size. 199

The  te s timony S ta ff witne s s  Mr. P a rce ll ha s  offe re d in othe r juris dictions  highlights  how

unre a sona bly low his  ROE re comme nda tion is  in this  ma tte r, pa rticula rly give n the  riskie r na ture

of UNS Electric.200 For instance , the  Maryland PSC awarded Pep co a  10.00 percent ROE, but a lso

include d a pproxima te ly $71.3 million of CWIP  in ra te  ba s e  a nd imple me nte d a  bill s ta biliza tion

a djus tme nt ("BS A") on J uly 19, 2007.201 The  BS A is  a  form of de coupling me cha nis m tha t

provides  a  leve lized s tream of revenue  and enhances  Pepco's  opportunity to ea rn the  ra te  of re turn

on its  ope ra tions  "by limiting e xposure  to cha nge s  in re ve nue  ca use d by va ria tions  in the  e ne rgy

usa ge  of its  cus tome rs ."202 With die  CWIP , but without the  BS A, the  Ma ryla nd P S C de te nnine d

the  ROE to be  10.50 pe rcent. Furthe r, the  South Ca rolina  PSC awarded SCE&G a  12.45 pe rcent

ROE (12.25 pe rcent ROE be fore  a  flota tion adjus tment) in 2003, with about $276 million of CWIP

in ra te  base .203 SCE&G se rves  630,000 e lectric cus tomers  and owns  e lectric gene ra tion. Fina lly,

the  Ne va da  PSC a wa rde d NPC a  10.7 pe rce nt ROE with a bout $68 million of CWIP  in ra te  ba se

for a  tra ns mis s ion proje ct.204 The  Ne va da  P S C re cognize d tha t - like  UNS  Ele ctric - its  ris k

profile  is  gre a te r tha n tha t of ma ny othe r e le ctric utilitie s , but unlike  UNS  Ele ctric, much of tha t

was  a ttributable  to NPC's  imprudence  and the  disa llowance  of de fe rred iiue l and purchased power

costs  in 2002.205 NPC se rves  be tween 790,000 and 815,000 customers  and owns genera tion. Mr.

P a rce ll pa rticipa te d in a ll of the s e  ca s e s , which involve d la rge r compa nie s  with ge ne ra tion a nd

23

24
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26

27

199

200

201

202

203

204

205

Ex. UNSE-35 (Grant Rebuttal) at 6, 23.
Tr. (Parnell) at 1157-68.
2007 WL 2159658 (Md.P.S.C.) at 20-22, 40-41 .
2007 WL 2159658 (Md.P.S.C.) at 42.
2003 WL 1818431 (S.C.P.S.C.) at 35, 55.
2007 WL 2171450 (Nev.P.U.C.) at 1111120, 303.
2007 WL 2171450 (Nev.P.U.C.) at 11114.
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7

CWIP  in ra te  ba se . Ye t he  s till re comme nds  a  lowe r ROE for UNS  Ele ctric, a  sma ll compa ny for

which S ta ff ha s  oppos e d the  inclus ion of CWIP  in ra te  ba s e . To a pprove  S ta ffs  re comme nde d

ROE of 10.00 pe rcent would e ffective ly imply tha t UNS Electric is  le ss  risky Dian much la rge r and

more established companies such as Pep co, SCE&G, and NPC.

Cle a rly, UNS  Ele c tric  finds  its e lf in  a  much  ris lde r pos ition  compa re d  to  the  o the r

"compa ra ble " utilitie s  a nd holding compa nie s  dis cus s e d throughout this  ca s e . Eve n if CWIP  is

included in ra te  base , an 11.80 pe rcent ROE is  reasonable  and appropria te  given the  factors  cited

8

9 b. Mr. Rigsby's DCF methodology is flawed.

10

11

12

13

14

15

16

While  no methodology for de te rmining the  cos t of common equity -.. and the re fore  die  ROE

- is  pe rfe ct, Mr. Rigsby's  de te rmina tion suffe rs  s e ve ra l fla ws . Mr. Rigsby use s  a  cons ta nt growth

DCF mode l unde r the  a s s umption tha t growth will re ma in cons ta nt in pe rpe tuity a nd divide nd

pa yout will re ma in cons ta nt.207 He  us e s  s us ta ina ble  growth (i.e ., inte rna l growth plus  e xte rna l

growth) to  de te rmine  h is  growth  compone nt.208 But Mr. Rigs by, in  de te rmining h is  growth

component, ave rages  the  current marke t-to-book ra tio with 1.0 when de tennining the  funds  ra ised

from a  sa le  of s tock a s  a  fraction of exis ting equity.209 This  flaw in his  ana lys is  dis torts  the  growth

17

18

19

20

21

22

23

component in his  me thodology.

Dr. Roge r A. Morin  e xp lic itly wa rns  in  h is  tre a tis e Ne w Re gula tory Fina nce tha t this

tre a tme nt of ma rke t-to-book ra tios  should be  a voide d. Mr. Rigsby indica te d tha t he  re lie s  on Dr.

Morin a nd his  te xt a s  pa rt of his  a na lys is , ye t he  a tte mpts  to dismiss  this  wa rning a s  jus t pa rt of a

survey text.210 In fact, Mr. Rigsby a tta ched - a s  a  da ta  re sponse  - portions  of Dr. Morin's  tre a tise

tha t s pe cifica lly de ta il why Mr. Rigs by's  a tte mpt to dra g ma rke t-to-book ra tios  to one  s hould be

avoided.211 These  passages  make  it clear tha t marke t-to-book ra tios  a re  es tablished by the  marke t

24

25

26

27

206

207

208

209

210

211

Ex. UNSE-34 (Grant Direct) at 4-6, Ex. UNSE-35 (Grant Rebuttal) at 6.
Ex. RUCO-13 (Rigsby Direct) at 10.
Ex. RUCO-13 Qligsby Direct) a t 10.
Ex. RUCO-13 (Rigsby Direct) at 17, Tr. (Rigsby) at 1101-02.
Tr. (Rigsby) at 1098-99
Ex. UNSE-50.
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1

2

3

a nd tha t the y ha ve  be e n a bove  1.0 Nom the  1980s  to the  mid-2000s . Furthe r, "utilitie s  ca nnot be

e xpe cte d to compe te  for a nd a ttra ct ca pita l in a n e nvironme nt whe re  indus tria ls  a re  comma nding

[ma rke t-to-book] ra tios  we ll in e xce ss  of 1.0 while  re gula tion re duce s  the ir [ma rke t-to-book] ra tios

Dr. Morin note s  tha t to s e t ra te s  with a  ma rke t-to-book ra tio of 1.0 would "inflict4 toward 1-0.79212

5

6 The

7

8

9

10

11

12

1 3
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1 5

1 6

1 7

1 8

1 9

20

2 1

22

se ve re  ca pita l los se s  on sha re holde rs ," a nd "inve s tors  ha ve  not committe d ca pita l to utilitie s  with

the  e xpe cta tion  of incuring ca pita l los s e s  from a  mis guide d re gula tory proce s s ."213

compa ra ble  compa nie s  in Mr. Rigs by's  s a mple  -- which a re  the  s a me  a s  thos e  in Mr. Gra nt's

s a mple  - ha ve  ma rke t-to-book ra tios  be twe e n 1.45 a nd 2.31, or a n a ve ra ge  of 1.78.214 Mr.

Rigsby's  ca lcula tions  of e xte rna l growth re duce  the se  ra tios  to a n a ve ra ge  of 1.39, which is  lowe r

than any of the  marke t-to-book ra tios  for the  comparable  companies  in Mr. Rigsby's  group.215 Mr.

Rigsby's  DCF re sult is  the re fore , a n a rtificia lly low dis tortion of the  cons ta nt growth compone nt.

Mr. Rigsby's  DCF ca lcula tions  a lso imprope rly re ly on sus ta ina ble  growth.216 In fa ct, Mr.

Rigs by furthe r a dmits  tha t a na lys ts ' p ro je cte d  e s tima te s  a re  proba bly d ie  be s t e s tima te  of

me a suring the  growth compone nt.217 Ave ra ging the  four a na lys t e s tima te s  in  Mr. Rigs by's

ana lysis  results  in a  growth ra te  of 5.34 percent, not Mr. Rigsby's  result of 3.94 percent.218

Fina lly, Mr. Grant points  out tha t Mr. Rigsby's  pe rpe tua l growth ra te s  a ssume  a  rea l ra te  of

growth (i.e ., a fte r a djus ting for infla tion) tha t is lowe r than the  expected ra te  of infla tion for some

of the  compa nie s  in  his  proxy group a nd ba re ly a bove  the  ra te  of infla tion for the  re ma ining

companies .219 Furthe r, Mr. Grant indica tes  tha t over the  long-run it is  unrea lis tic to a ssume  a  wide

dive rge nce  in growth ra te s  a nd sha re holde r re turns  for compa nie s  in the  s a me  highly re gula te d

indus try.220 To this  point, Mr. Rigsby ha s  ignore d wha t s e curitie s  a na lys ts  a nd inve s tors  wide ly

pra ctice . Give n the  fla ws  in Mr. Rigsby's  DCF a na lys is , it should be  give n no we ight.
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See New Regulatory Finance at 376-77 (admitted as Ex. UNSE-50).
Ex. UNSE-50.
Ex. UNSE-49, Tr. (Rigsby) at 1101.
Tr. (Rigsby) at 1102.
Tr. (Rigsby) at 1099-1100.
Tr. (Rigsby) at 1107-08.
See Ex. RUCO-13 (Rigsby Direct) at Schedule WAR-6 [(8.04 + 6.13 + 3.67 + 3.50)/4]
Ex. UNSE-35 (Grant Rebuttal) at 5.
Ex. UNSE-35 (Grant Rebuttal) at 4.
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Mr. P u rc e ll' s  CE a n a lys is  is  fla we d .

S ta ffs  witne s s  Mr.  P urce ll e m ploys  a  CE m e thodology not ofte n  s e e n  in  Arizona .  His  CE

a na lys is  is  "de s igne d to me a s ure  the  re turns  e xpe cte d to be  e a rne d on the  origina l cos t book va lue

of s im ila r ris k e n te rp ris e s ," a nd  "p rov ide s  a  d ire c t m e a s ure  o f the  fa ir re tu rn ,  be c a us e  the  CE

m e thod tra ns la te s  in to  pra c tice  the  com pe titive  princ iple  upon which re gula tion is  ba s e d."221 He

furthe r vie ws  the  CE m e thod a s  a  m a rke t te s t a nd jus tifie s  the  CE m e thod s ta ting tha t "[inve s tors ]

know tha t the  va s t m a jority of u tilitie s  a re  re gula te d  ba s e d upon the ir book va lue  of the ir a s s e ts

(i.e .,  ra te  ba s e ) a nd the ir lia bilitie s  (i.e .,  ca pita liza tion)."222 Mr. P a rce ll ultima te ly de te rmine s  tha t

the  cos t of e quity for the  proxy utilitie s  he  us e d is  no more  tha n 10.00 pe rce nt a nd tha t this  e a rne d

re turn or le s s  should re sult in a  ma rke t-to-book ra tio of a t le a s t 100 pe rce nt for UNS  Ele ctric.223

11 Bu t Mr.  P a rc e ll' s  C E  m e th o d  s u ffe rs  firm  th e  s a m e  p ro b le m  a s  Mr.  R ig s b y's  e x te rn a l

12

13

14

15

16

17

18

growth ca lcula tion.  While  Mr. P a rce ll be lie ve s  a n ROE no m ore  tha n 10.00 pe rce nt s hould re s ult

in a  m a rke t-to-book ra tio of a t le a s t 100 pe rce nt, Mr. P a rce ll a ls o indica te s  his  Com pa ris on Group

a nd  Mr.  G ra n t's  Com pa ris on  G roup  e n joye d  m a rke t-to -book ra tios  we ll a bove  100  pe rc e n t.224

Be ca us e  of this , his  a na lys is  indica te s  tha t a  10.00 pe rce nt ROE for UNS  Ele ctric  would le a d to a n

im m e dia te  a nd  s ubs ta n tia l d rop  in  m a rke t va lue  be c a us e  it wou ld  s e rve  to  b ring  h is to ric a l 148

p e rc e n t to  1 5 4  p e rc e n t m a rke t-to -b o o k ra tio  to  a  le v e l o f "a t  le a s t  1 0 0  p e rc e n t. " The  S ou th

Ca rolina  P S C critic ize d Mr. P a rce ll's  CE m e thod for the s e  re a s ons  in  S CE&G's  2003 ge ne ra l ra te

C3S6.22519

20

2 1

22

23

Furthe r,  Mr. Gra nt e xpla ins  tha t s e ve ra l com pa nie s  in  Mr. P a rce ll's  CE com pa ris on group

ha ve  s ign ific a n t inve s tm e n ts  in  who le s a le  ge ne ra tion  o r non -u tility a ffilia te s  a nd  s om e  o f the

com pa nie s  ha ve  e xpe rie nce d prolonge d pe riods  of fina nc ia l s tre s s .226 As  a  c ons e que nc e ,  Mr.

P a rc e ll re lie s  on  ou tlie rs  no t re fle c tive  o f a  re gu la te d  u tility's  c o s t o f e qu ity,  unde rm in ing  h is
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221
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223
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Ex. S-52 (Purcell Direct) at 26.
Ex. S-53 (Purcell Surrebuttal) at 3.
Ex. S-52 (Purcell Direct) at 29.
Ex. S-52 (Purcell Direct) at 28.
2003 WL 1818431 (S.C.P.S.C.) at 50.
Ex. UNSE-35 (Grant Rebuttal) at 22-23 .
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3

a s s umption tha t e a rne d a ccounting re turns  for the s e  compa nie s  a re  indica tive  of forwa rd-looking

cos t of e quity.227 The s e  fla ws , a nd the  fa ct tha t the  Commis s ion ha s  not e ndors e d CE a s  a  norma l

pa rt of de te rmining ROE, re nde r Mr. P a rce ll's  CE me thod me a ningle s s  in this  ca s e .

4 d. Mr. Purc e ll ina ppropria te ly us e s  ge ome tric  me a ns  a s  pa rt o f h is
CAP M me th o d s .

5

6

7

8

9

10

Mr. P a rce ll us e s  a n unde rs ta te d ma rke t ris k pre mium in his  CAP M a na lys is  be ca us e  he

uses  the  ave rage  of three  risk premiums in his  ana lys is Had he  employed the  a rithme tic mean,

a s  he  s hould ha ve , Mr. P a rce ll's  uppe r e nd of the  ra nge  for his  CAP M re s ults  would ha ve  be e n

11.00% ins te a d of the  10.50% he  de s cribe s  in his  Dire ct Te s timony.229 Inve s tors  cons ide r

a ridime tic me a n re turns  in  forming opinions  on the  s ize  of the  ma rke t ris k pre mium, but Mr.

Parce ll devia tes  from this  common practice .230
11

e.
12

Mr. Rigsby and Mr. Purcell ignore the evidence presented by
Mr. Grant that actual earned ROEs going forward will be
unreasonably low.

13

14

15

16

Mr. Rigsby pe rforms  no ana lys is  to de te rmine  whe the r a  9.30 pe rcent ROE will a llow UNS

Electric to a ttract capita l on reasonable  te rms.231 In fact, the  Company provides  the  only evidence

on the  impa ct of Mr. Rigs by's  re comme nda tion: UNS  Ele ctric's  e a rne d ROE is  fore ca s te d to be

a p p ro xim a te ly 2 . 6  p e rc e n t  with  a  n e t  in c o m e  o f o n ly $ 2 . 2  m illio n  if a ll o f R UC O 's
17

In ve s to rs  wo u ld  b e  b e tte r o ff in ve s tin g  in  s h o rt-te rm  U.S .
18

re comme nda tions  we re  a dopte d.

Treasury Bi11s.2"
19

20

21

22

Mr. P a rce ll's  ROE re comme nda tion would like ly re s ult in  a n e a rne d ROE of only 4 .6

pe rcent with a  projected ne t income  of only $3.9 mil1ion.233 In a  critica l time  of high growth, long-

tenn debt re financing and the  procurement of fue l and purchased power, S ta ffs  recommenda tions

would re s ult in de te riora ting fina ncia l indica tors  s uch a s  FFO Inte re s t Cove ra ge  a nd Ne t Ca s h
23
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27
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231

232

233

Ex. UNSE-35 (Grant Rebuttal) at 23 .
Ex. UNSE-35 (Grant Rebuttal) at 21-22.
Ex. UNSE-35 (Grant Rebuttal) at 22.
Ex. UNSE-35 (Grant Rebuttal) at 21 .
Ex. UNSE-36 (Grant Rejoinder) at 15.
Ex. UNSE-35 (Grant Rebuttal) at 8, Ex. UNSE-36 (Grant Rejoinder) at 15.
Ex. UNSE-35 (Grant Rebuttal) at 28-29.

47



1

2

3

4

5

Flow.234 The  ea rned ROEs resulting from the  ra tes  recommended by S ta ff and RUCO would force

the  Company to lean on outs ide  debt financing to finance  its  ope ra tions  and capita l expenditures  -

driving up the  cost of tha t debt financing.235

f.

AP S  wa s  re ce ntly a wa rde d a n a uthorize d ROE of 10.75 pe rce nt in De cis ion No. 69663

(June  28, 2007). APS  is  a  much la rge r utility with an inves tment-grade  credit ra ting, a  long his tory

of common divide nd pa yme nts  a nd a  dive rs ifie d portfolio tha t include s  low-cos t nucle a r a nd coa l

pla nts  in a ddition to na tura l-ga s -fire d ge ne ra tion. Awa rding UNS  Ele ctric a n ROE tha t is  75 to

145 basis  points  be low tha t awarded to APS would be  s imply unreasonable .

APS was awarded a 10.75 percent ROE by the Commission.
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2 0

21

D. The Commission Should Adopt the Company's Proposal to Determine Fair
Value Rate of Return.

22

23

24

In light of the  re ce nt Court of Appe a ls  Me mora ndum De cis ion is s ue d in Cha pa rra l City

Wa te r Compa ny v. Arizona  Corp. Comm 'n236, UNS Electric recommends  the  Commiss ion apply

the  we ighted ave rage  cos t of capita l ("COC') to the  Company's FVRB for purposes of se tting ra tes

in this  proceeding. But to the  extent tha t the  ca lcula tion would re sult in a  highe r ra te  increase  than

UNS  Ele ctric propose d in its  Applica tion, the  Compa ny would be  limite d to the  origina l ra te  re lie f

requested.237 In othe r words , the  Compa ny origina lly re que s te d a  gros s  re ve nue  incre a s e  of

$8 ,468,638 in  its  a pplica tion  a nd  s till limits  its  ove ra ll re que s t to  tha t le ve l. Ba s e d on the

Company's  othe r revenue  requirement adjus tments , UNS Electric's  reques t re flects  a  7.85 pe rcent

re turn on FVRB ra te  ba se  of $l77,847,579.

The Cha pa rra l City de cis ion  wa s  is s ue d  Fe brua ry 13 , 2007 , two  months  a fte r the

Compa ny's  a pplica tion wa s  file d on De ce mbe r 15, 2006. The  Compa ny provide d te s timony to

pre se rve  this  is sue  be ca use  the  Commiss ion's  tra ditiona l me thod of a sce rta ining the  fa ir ROR on

FVRB is  no longe r va lid. While  the  Compa ny unde rs ta nds  tha t Cha pa rra l City does  not require
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234
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Ex. UNSE-35 (Grant Rebuttal) at Ex. KCG-12, KCG-13.
Tr. (Grant) at 959.
Case No. 1 CA-CC 05-0002 (February 13, 2007) (hereinafter Chaparral City).
Ex. UNSE-35 (Grant Rebuttal) at 33, Tr. (Grant) at 1045.
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1

2

tha t the  COC be  a pplie d to  FVRB, it is  the  only me thod propos e d by the  pa rtie s  in  this  ca s e  tha t

me e ts  the s ta nda rd e s ta blis he d by Cha pa rra l C ity.

3 Staff's "zero-investor supplied capital" theory to determine fair ROR
still ignores fair value.

4

5

6

7

8

9

10

11

12
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14

S ta ff,  n o ta b ly,  d o e s  n o t p ro p o s e  its  tra d itio n a l m e th o d o lo g y in  th is  c a s e  in  lig h t o f

Ch a p a rra l C ity. Ins te a d, S ta ff propos e s  its  nove l "ze ro-inve s tor s upplie d ca pita l" the ory. S ta ffs

a pproa ch  is  ina ppropria te  be ca us e  it is  ma the ma tica lly e qu iva le n t to  the  a pproa ch  re je c te d  in

Cha pa rra l City.238 S ta ffs  a pproa c h  re s u lts  in  the  s a me  re ve nue  re qu ire me n t us ing  FVRB or

OCRB. Any "diffe re nce " is  s imply due  to  rounding a nd re pre s e nts  le s s  tha n 0.001 pe rce nt of the

$162 re ve nue  re quire me nt a nd roughly 0 .4  pe rce nt of the  $3.8  million re ve nue  de fic ie ncy in  Mr.

S mith's  Dire ct Te s timony.239 This  ma the ma tica lly e quiva le nt a pproa ch s hould be  re je cte d.

S ta ffs  ra tiona le  for its  ne w me thodology doe s  not e xcus e  the  fa ct tha t it provide s  the  s a me

re s ult tha t wa s  re je c te d in Cha pa rra l C ity. S ta ff a rgue s  tha t the  cos t of ca pita l conce pt a pplie s  to

OC R B a n d  is  o n ly m e a n in g fu l if C OC  is  a p p lie d  to  OC R B. Fu rth e r,  b e c a u s e  th e  d iffe re n tia l

15 between FVRB and OCRB the  fa ir va lue  inc re me nt

16

is  no t fina nce d  with  inve s tor-s upplie d

funds , Mr. P a rne ll be lie ve s  it is  re a s ona ble  to a s s ume  this  e xce s s  ha s  ze ro or no cos t.240 The re fore ,

17

18

19

he  opine s , the  ca pita l s tructure  s hould be  modifie d to a ccount for a  le ve l of cos t-fre e  ca pita l in a n

e qua l dolla r a mount to the  e xce s s  of F VR B ove r the  ocRB.241 S che dule  2 of Atta chme nt RCS -2

in Mr. S mith's  Dire ct Te s timony incorpora te s  Mr. P urce ll's  re comme nda tions  a s  follows 242 :

20

2 1

22

23

24

25

26

27

238

239

240

241

242

Ex. UNSE-36 (Grant Rejoinder) at 2.
Ex. UNSE-36 (Grant Rejoinder) at 2.
Ex. S-52 (Parcels Direct) at 38.
Ex. S-52 (Parcels Direct) at 38.
Ex. S-56 (Smith Direct), Schedule D.

1.
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Lin e
No .

Capita l Source Amount of
Ca pita liza tion

P ercent of
Ca pita liza tion

Cost
Rate

COC

11 Short-tenn Debt $5,172,024 3.09% 6.36% 0.20%

12 Long-term Debt $61,593,629 36.82% 8.16% 3.00%

13 Common Stock Equity $63,705,884 38.08% 10.000% 3.81%

Capita l Financing OCRB $130,471,538

14 Fair Value Increment -
Appreciation above OCRB

$36,811,017 22.01% 0% 0.00%

15 To ta l Ca p ita l Supporting
F VR B

$167,282,555 100.0% 7.0100%

Lin e
No .

Capita l Source Amount of
Ca pita liza tion

P ercent of
Ca pita liza tion

Cost
Rate

COC

11 Short-tenn Debt $5,172,024 3.09% 6.36% 0.20%

12 Long-tenn Debt $61,704,939 36.83% 8.16% 3.01%

13 Common Stock Equity 863,821,011 38.10% 10.000% 3.81%

Capital Financing OCRB $130,707,321
14 Fair Value Increment .-.

Appreciation above OCRB
$36,811,017 21.98% 0% 0.00%

15 Total Capital Supporting
FVRB

$167,518,338 100.0% 7.0200%

1

2

3

4

5

6

7

8

9

10

11

12

In his  S uxre butta l Te s timony, Mr. S mith note s  tha t his  re ve nue  incre a s e  of $3.668 million

on a djus te d FVRB is  diffe re nt tha n the  $3.647 million re ve nue  incre a s e  S ta ff ca lcula te d on OCRB,

s o the  two a re  not e xa ctly the  s a me .243 Upda ting his  S che dule  D in Atta chme nt RCS -6, Mr. S mith

produce s  the  following:

1 3

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

Here , S ta ffs  Fa ir Va lue  Increment equa ls  $167,518,338 minus  $130,707,321 or $36,811,017.

Howe ve r, the  tra ditiona l me thod re je cte d in Cha pa rra l City produce s  virtua lly the  s a me

re s ult a s  S ta ffs  "ze ro-inve s tor s upplie d ca pita l" the ory. The  me thod us e d in Cha pa rra l City was

22 to multiply the  COC by OCRB a nd the n divide  tha t re sult by the  FVRB to ge t the  fa ir va lue  ROR.

23 The n, the  fa ir va lue  ROR wa s  multiplie d by die  FVRB to ge t the  ope ra ting incorne .244 This  ha s

24 be e n  re fe rre d  to  a s  the  "ba cking  in" me thod .

25 me thodology s ta ting "the  Commiss ion ca nnot ignore  its  cons titutiona l obliga tion to ba se  ra te s  on

26

27

Th e  C h a p a rra l C ity d e c is io n  re je c te d  th a t

243

244
Ex. S-58 (Smith Surrebuttal) at 2-3 .
Chaparral City at 7.
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1

2

utility's  fa ir va lue . The  Commiss ion ca nnot de te nnine  ra te s  ba se d on origina l cos t, or OCRB, a nd

then engage  in a  superfluous  ma thematica l exe rcise  to identify the  equiva lent FVRB ra te  of re turn.

Such a  method is  inconsis tent with Arizona  law."2453

4

5

6

7

8

9

10

11

12

13

14

15

In this  ca s e , the  "ba cking in" me thod would multiply $130,707,321 (OCRB) time s  COC

(8.99 pe rcent), or $11,750,588.16. Dividing tha t amount by $167,518,338 (FVRB) re sults  in a  fa ir

va lue  ROR of 7.02 pe rce nt (rounde d up from 7.0145 pe rce nt). Multiplying tha t pe rce nta ge  by

FVRB provide s  a n ope ra ting income  figure  of $11,759,787.33. Th is  is  virtua lly the  s a me

ope ra ting income  Mr. Smith ha s  in his  Ope ra ting Income  Required f1gure .246 Indeed, Mr. Pa rce ll

e s se ntia lly a dmits  tha t S ta ffs  tra ditiona l me thod of de te rmining ROR on FVRB le a ds  to the  sa me

result as  s imply applying COC to OCRB.247

The  $21,000 diffe rence  unde r Mr. Smith's  revenue  increa se  figure s  repre sents  only 0.013

pe rce nt of S ta ffs  FVRB a nd a bout 0.576 pe rce nt of Mr. S mith's  re ve nue  incre a se  figure  of 3.647

million (una djus te d ROR to OCRB).248 Tha t imma te ria l dis tinction prove s  tha t S ta ffs  me thods

virtua lly ignore  fa ir va lue . Tha t is  contra ry to  Arizona  la w a nd the re fore , S ta ffs  fa ir va lue

de tennina tion must be  re jected.

16 2. The Commission must use fair value.

17

18 Commission shall.

The  Arizona  Cons titution, Article  15, s e ction 14, cle a rly re quire s  tha t "[the ] Corpora tion

..a sce rta in the  fa ir va lue  of the  prope rty within the  S ta te  of eve ry public se rvice

19

20

corpora tion doing bus ine s s  the re in." The  Arizona  S upre me  Court he ld tha t the  fa ir va lue  se ction

"is  a n impe ra tive  ...[the ] cons titutiona l provis ion in que s tion doe s  not ...s a y or imply a nything

a bout the  e xis te nce  of discre tion in die  commiss ion." US . We s t Communica tions  Inc. v. Arizona21

22

23

24

Corp. Comm 'n, 201 Ariz. 242, 246, 34 P .3d 351, 355 (2001). Furthe r, not only is  the  Commiss ion

re quire d to find fa ir va lue , but it mus t a ls o us e  tha t fa ir va lue  finding in ra te ma king. Simms v.

Round Va lle y Light &Powe r Co., 80 Ariz. 145, 151, 294 P .2d 378, 382 (1956), Scares  v. Arizona

25

26

27

245

246

247

248

ChaparralCity at 13-14.
Ex. S-58 (Smith Surrebuttal) at Schedule A ($11,759,787).
Tr. (Purcell) at 1187-88.
Ex. S-58 (Smith Surrebuttal) at 6.
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1

2

3

4

Corp. Comm'n, 118 Ariz. 531, 533-34, 578 P .2d 612, 614-15 (App. 1979). The  Court of Appe a ls

furthe r rule d tha t the  Cons titution re quire s  "utiliza tion of the  fa ir-va lue  finding" in s e tting ra te s .

P he lps  Dodge  Corp. v. Arizona  Ele ctric P owe r Co-op, 207 Ariz. 95, 1138, 83, P .3d 573, 586 (App.

2004).

5

6

7

8

As shown above , unde r S ta ffs  new ze ro-inves tor supplied capita l approach, fa ir va lue  has

no impa ct on ra te s . S ta ff a lle ge s  it ca lcula te s  a  fa ir ROR on FVRB unde r its  ne w the ory, but tha t

theory re sults  in virtua lly the  same  required ope ra ting income  a s  applying COC to OCRB. The  fa ir

va lue  incre me nt is  re nde re d me a ningle ss  be ca use  S ta ff a s s igns  ze ro va lue  to it. S ta ffs  a pproa ch

9 must therefore be rejected.

10

11

12

13

14

15

16

RUCO a ppe a rs  to us e  the  tra ditiona l me thodology re je c te d in Cha pa rra l City. R UC O

de te rmine s  its  re quire d ope ra ting income  for UNS  Ele ctric to be  $11,166,869. RUCO's  re quire d

ope ra ting income  is  the  s a me  whe the r ta king RUCO's  OCRB ($l28,742,285) time s  its  COC (8.67

pe rc e n t) o r ta ldng  its  FVRB ($ l61 ,6 l8 , l44) tim e s  its  fa ir va lue  ROR (6 .91  pe rc e n t). Thus ,

RUCO's  fa ir ROR de te nnina tion a ls o ignore s  fa ir va lue .

S ta ff ma y try to de fe nd its  ne w the ory by a rguing tha t the  Commis s ion s hould only a llow

inve s tors  a  re turn on the ir inve s te d ca pita l. In othe r words , be ca us e  the  "e xce s s " of FVRB ove r

17

1 8

1 9

20

21

22

23

24

25

26

OCRB is  not fina nce d with inve s tor-supplie d funds , "it is  a ppropria te  to a s sume  tha t this  e xce s s

has  no cos t."249 This  s o-ca lle d "e xce s s " is  a ctua lly the  fa ir va lue  incre me nt - $36,811,017

a ccording to S ta ffs  ca lcula tions . Furthe r, S ta ffs  focus  on the  va lue  of inve s te d ca pita l ca nnot be

the  ba s is  for de te rmining fa ir ROR. As  the  Arizona  S upre me  Court note d in Arizona Corp.

Comm 'n v. Arizona  Wa te r Co. "[the ] a mount of ca pita l inve s te d is  imma te ria l. Unde r the  la w of

fa ir va lue , a  utility is  not e ntitle d to a  fa ir re turn on its  inve s tme nt, it is  e ntitle d to a  fa ir re turn on

the  fa ir va lue  of it is  prope rtie s  devoted to public use , no more  and no le ss . It has  been s ta ted tha t

unde r this  te s t it makes  no diffe rence  whe the r the  utility bought it, re ce ived it a s  a  gift, or won it in

a  lotte ry." 85 Ariz. 198, 203, 335 P .2d 412, 415 (1959). Although tha t ca se  a ddre s se d purcha se

price , the  unde rlying premise  is  the  same  -- it is  imprope r to s imply base  fa ir re turn on the  amount

27
249 Ex. S-52 (Parcels  Direct) at 38.

52



inves ted, ra the r, fa ir va lue  mus t be  de te rmined. S ta ff"s  new theory ignore s  this  fundamenta l point

and, the re fore , viola te s  Arizona  law.

1

2

3

4

3. UNS  Ele c tric 's  a pproa c h  is  the  on ly la wfu l a pproa c h  s upporte d  by the
re c o rd .

The  Cha pa rra l City de cis ion ca me  a bout a fte r UNS  Ele ctric file d its  ra te  a pplica tion. The

Compa ny ha s  s ince  s truggle d with how to a ddre s s  die  re ne we d e mpha s is  on fa ir va lue . Aga in,

UNS Electric unders tands  tha t Cha pa rra l City does  not manda te  applying COC to FVRB. Furthe r,

UNS Ele ctric is  limiting its  re que s t to a  re quire d ora te  incre a se  of $8,468,639, which produce s  a n

ove ra ll ROR of 7.85 pe rce nt on FVRB unde r the  Compa ny's  propose d re ve nue  re quire me nt. In

this  way, the  Company does  not s imply reques t tha t the  Commiss ion blindly apply the  COC to the

FVRB to produce  a  highe r ra te  incre a se . The  Compa ny's  a pproa ch is  more  tha n e quita ble  a nd is

the  only a pproa ch tha t complie s  with the  Arizona  Cons titution. Othe r cons titutiona lly pe rmis s ible

me thods  may be  deve loped in future  ca se s , but UNS Electric's  approach is  the  only lega l mediod

in this  case .

5

6

7

8

9

10

11

12

13

14

15

16

E .

The  compa ny s ubmitte d a  de pre c ia tion s tudy a s  pa rt of its  ra te  ca s e  a pplica tion a nd

s ubs e que ntly ma de  a  minor corre ct to the  s tudy in re s pons e  to comme nts  by S ta ff. Ne ithe r S ta ff

nor RUCO oppos e d a ny e le me nt of tha t corre cte d s tudy a nd a gre e d to s tipula te  die  s tudy a nd its

s upporting te s timony into the  re cord. UNS  Ele ctric  re que s ts  tha t the  Commis s ion a pprove  the

deprecia tion ra tes  s e t forth in the  corrected s tudy.

UNS Ele c tric 's  De pre c ia tion  Ra te s .

17

18

19

2 0

2 1

22

11. UNS  ELECTRIC'S  P ROP OS ED RATE DES IGN IS  REAS ONABLE.

23

24

25

26

27

The  Compa ny's  p ropos e d  ra te  de s ign , s pe cifica lly its  Time -of-Us e  ("TOU") ra te s  in

conjunction with  its  propos e d inve rte d  block ra te  s tructure , e ncoura ge s  cons e rva tion while

a ffording cus tome rs  a n opportunity to sa ve  mone y. CARES-e ligible  cus tome rs  ha ve  e ve n gre a te r

opportunitie s  to s a ve  on the ir e le ctric bills  through (i) the  CARES  discount, a nd (ii) ke e ping the ir

consumption a s  low a s  poss ible . S ix diffe re nt price  s ce na rios  a re  poss ible  unde r the  Compa ny's

propose d TOU ra te s , in combina tion with the  inve rte d block ra te  s tructure , giving cus tome rs  more

53



1

2

3

4

5

6

fle xibility a nd va rie ty with re ga rd to the  cos t of the ir cons umption. Unde r the  Compa ny's

propos a l, cus tomers  could s ignificantly impact the  ra te s  they pay by managing the ir ene rgy us e ,

creating a  very real incentive  to conserve.250 Indeed, it is  critica l tha t cus tomers  in the s e  fa s t-

growing service tenitories  recognize the importance of conservation now rather than later.251

Staff argues  that this  is  not the correct time to implement s ignificant ra te  des ign changes , or

to consolidate the rates  for Mohave and Santa Cruz Counties , because the proposed rate increase is

7 s mall. But the  modes t s ca le  of the  reques ted increas e  would he lp cus hion the  additiona l impacts

8

9

crea ted by the  proposed ra te  des ign changes . The  Company firmly believes  tha t because  the  ra te

incre a s e  re que s te d in this  ca s e  is  re la tive ly s ma ll, this  is exactly the  time  to ma ke  ce rta in ra te

1 0

11

1 2

1 3

14

1 5

1 6

1 7

1 8

design changes.

Although pa rtie s  e xpre s s e d conce rn a s  to we e die r UNS  Ele ctric  ha d a lre a dy be gun

pre pa ring a n e duca tion progra m to e xpla in to cus tome rs  how die d ca n lowe r the ir bills , the

Company is  confident it can have a  very clear program in place by the time the proposed change in

ra te s  would go into e ffe ct.252 And a s  Ms . De nis e  S mith indica te d during he r te s timony, UNS

Electric a lready has  a  TOU educa tion program ready for cus tomers , including information on how

the Company plans  to direct the  segments  and the  type of education materia ls  the  Company plans

to provide  cus to1ne rs .253 This  educa tion program was  tiled in Docke t No. E-04204A-07-0365,

UNS  Ele ctric 's  De ma nd-S ide  Ma na ge me nt ("DS M") docke t, on J une  13, 2007, a s  pa rt of the

1 9

20

21

22

Company's  DSM Program Portfolio.

This  ra te  cas e  pres ents  a  pe rfect opportunity to implement the  Company's  propos ed ra te

des ign changes . UNS Electric's  propos a ls  would s e rve  the  bes t inte re s ts  of its  cus tomers  while

encouraging conservation and are fully supported by the evidence in this  case.

23

24

25

26

27

250

251

252

253

Tr. (Erdwurm) at 407.
Tr. (Erdwurm) at 407.
Tr. (Erdwurm) at 409.
Tr. (D. Smith) at 626-27.
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1 A. UNS  Ele c tric 's  Ma n d a to ry Time -o f-Us e  P ro p o s a l Me e ts  a n  Imp o rta n t P o lic y
Goa l to  Shift Demand from the  Peak Pe riods .

2

3

4

5

6

7

8

9

10

11

12

1 3

14

1 5

1 6

1 7

1 8

The  prima ry obje ctive  of UNS  Ele ctric's  ma nda tory TOU ra te  propos a l is  to re duce  pe a k

de ma nd by s hiNing cons umption to off-pe a k pe riods . Re ducing the  de ma nd for on-pe a k powe r

me a ns  tha t le s s  powe r will be  ne e de d whe n it is  mos t cos tly. Cons e que ntly, UNS  Ele ctric could

s ca le  ba ck its  s pot ma rke t e ne rgy purcha s e s  during pe a k pe riods , re s ulting in s a vings  for the

Company and its customers.254

The  Company a ttempts  to achieve  its  objective  by offe ring on-peak and off-peak pe riods  in

the  winte r, a nd on-pe a k, off-pe a k a nd shoulde r pe riods  in the  summe r. During the  winte r months ,

for example , cus tomers  would pay more  for e lectricity from 6 a .m. to 10 a .m., and 5 p.m. to 9 p.m.

tha n the y would during othe r pa rts  of the  da y. In the  summe r, cus tome rs  would pa y the  mos t for

e le ctricity during the  cM( pe riod of 2 p.m. to 6 p.m., le s s  for usa ge  during the  shoulde r pe riods  of

12 p.m. to 2 p.m. and 6 p.m. to 8 p.m., and the  leas t amount during the  remaining off-peak hours  of

the  day. Thus , cus tomers  can choose  how much they want to pay for the ir e lectricity, but the  price

the y pa y will re fle ct the  true  cos t of the  commodity. Thos e  cus tome rs  who wis h to pa y le s s  will

choos e  to s hift the ir us a ge  a wa y from the  on-pe a k or s houlde r pe riods , the re by re ducing pe a k

de ma nd. Unde r UNS  Ele ctric's  proposa l, a ll ne w re s ide ntia l, ne w sma ll ge ne ra l s e rvice , a nd ne w

and exis ting la rge  gene ra l se rvice  cus tomers  (grea te r than l,000kW) would be  placed on TOU ra te

1 9 pla ns .

20

2 1

22

The  Compa ny ca nnot a chie ve  its  goa l, howe ve r, if cus tome rs  do not pa rticipa te  in its  TOU

ra te  program.255 S ta ffs  witne ss , Mr. Frank Radigan, agree s  with this  premise .256 Volunta ry TOU

ra te s  have  not produced die  des ired e ffect because  re la tive ly few cus tomers  pa rticipa te . Thus , a te

23

24

25

254

255

26

27
256

Ex. UNSE-17 (Erdwurm Direct) at 17.
When the Company refers to a "lack of participation" in the TOU program, it is referring to the fact
that customers are not voluntarily signing up, or enrolling, in the program, "lack of participation" does
not mean that customers enrolled in the TOU program are not shifting their usage out of on-peak
periods. On the contrary, TOU customers are very cognizant of when they use power and shift their
usage out of on-peak periods accordingly.
Tr. (Radigan) at 1259.
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20
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Company has proposed manda tory TOU ra te s . As  Mr. Erdwunn te s tifie d, if la rge  on-pe a k powe r

use rs  a re  a ske d to volunta rily contribute  to the  cos ts  the y a re  impos ing on the  sys te m by pa ying

more  for on-pe a k powe r, the y a re  going to re spe ctfully de cline . It is  more  logica l, the n, tha t the y

not ha ve  tha t option.257 Eve n S ta ff witne s s  Mr. Ra diga n a cknowle dge d in his  Dire ct Te s timony

tha t "while  it is  true  tha t TOU ra te s  ca n provide  price  s igna ls  to cus tome rs  to s hift loa d, not a ll

customers  can or will want to do tha t."258 Some customers  may choose  not to shift the ir usage  out-

of-pe a k, but those  cus tome rs  should a t le a s t pa y a  ra te  re fle ctive  of the  true  cos t of tha t on-pe a k

power. Only manda tory TOU ra te s  accomplish this  obi ective .

Although RUCO s upports  the  imple me nta tion of UNS  Ele ctric 's  ma nda tory TOU ra te

propos a l, S ta ff ha s  voice d s ome  obje ction. S ta ff witne s s  Mr. Ra diga n be lie ve s  the  cos t of ne w

TOU me te rs  outwe ighs  the  be ne fits  s ome  cus tome rs  would e njoy with TOU ra te s . UNS  Ele ctric

a cknowle dge s  tha t TOU me te rs  curre ntly cos t more  tha n non-TOU me te rs .259 Thus , whe n ta king

only s hort-te rm cos ts  a nd be ne fits  into a ccount, it ma y be  difficult for cus tome rs  to s hift e nough

e ne rgy from the  pe a k pe riods  to  fully jus tify TOU from a  pure  cos t pe rs pe ctive .260 As  UNS

E le c tric  a ls o  in d ica te s ,  h o we ve r,  me te rin g  is  mo vin g  to wa rd  fu ll TO U fu n c tio n a lity a n d

communica tions  ca pa bilitie s . As  the  cos t of s toring informa tion de cre a se s  dra ma tica lly, the  cos t

diffe re ntia l be twe e n TOU a nd non-TOU me te rs  will dis a ppe a r, thus  e nsuring tha t the  be ne fits  of

TOU rates outweigh the  costs .261 As  Mr. Erdwurm te s tifie d, if the re  is  no cos t diffe re ntia l for the

TOU meter, Mr. Radigan's  concern becomes irre levant.262

In s pite  of thos e  a s s ura nce s , S ta ff witne s s  Mr. Ra diga n continue s  to dis a gre e  with the

Compa ny's  pos ition, s ta ting tha t "in both the  short a nd long te rm, the re  is  s imply no e vide nce  tha t

ma nda tory TOU me te rs  a re  cos t e ffe ctive ."263 Howe ve r,  a s  Mr. Erdwurm a p tly po in ts  ou t,

a dditiona l informa tion is  not ne ce s s a ry to jus tify the  TOU progra ms  propos e d by UNS  Ele ctric.
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27

257

258

259

260

261

262

263

Tr. (Erdwunn) at 472.
Ex. Staff-61 (Radigan Direct) at 8.
Ex. UNSE-18 (Erdwunn Rebuttal) at 12.
Ex. UNSE-18(Erdwurm Rebuttal) at 12.
Ex. UNSE-18 (Erdwunn Rebuttal) at 12-13.
Tr. (Erdwurm) at 478.
Ex. Staff-62 (Radigan Sulrebuttal) at 4.
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2

3

4

5

The  P ublic Utility Re gula tory P olicy Act ("P URP A"), which s upports  cons ide ra tion of TOU, wa s

passed in 1978, a lmost thirty years  380.264 The  potentia l implementa tion of TOU ra tes  has  been in

the  e va lua tion s ta ge  s ince  1991. The  time  for e xpe rime nts , workshops  a nd discuss ion re ga rding

TOU progra ms  is  ove r, it is  time  for a ction. The  Compa ny's  ma nda tory TOU proposa l should be

adopted.

6 B. UNS Electric's Inverted Block Rate Structure Encourages Conservation.

7

8

9

10

11

12

13

14

15

16

17

18

19

20

Whe re a s  the  prima ry obje ctive  of UNS  Ele ctric 's  TOU ra te  propos a l is  to re duce  pe a k

de ma nd, the  prima ry obje ctive  of the  Compa ny's  inclining block ra te  s tructure  is  to e ncoura ge

conse rva tion. This  conse rva tion will hope fully le a d to de fe rre d ca pa city a dditions , re duce d pe a k

de ma nd a nd lowe r cos ts . The  Compa ny propos e s  tha t re s ide ntia l a nd s ma ll ge ne ra l s e rvice

cus tome rs  will be  a ble  to purcha se  the ir firs t 400 kWhs  pe r month a t a  one -ce nt discount, re la tive

to the  second block consumption (ove r 400 kwhs  pe r month), a llowing cus tomers  who conse rve  to

be  rewarded for the ir e fforts .

RUCO s upports  the  imme dia te  imple me nta tion of the  Compa ny's  inclining block ra te

s tructure . Howe ve r, while  S ta ff a gre e s  with the  inclining block ra te  s tructure  conce pt in principle ,

it re comme nds  a ga ins t the  imple me nta tion of the  s tructure  in this  ca se . S ta ffs  ma in conce rn with

the  s tructure  is  tha t it is  "impractica l given the  re la tive ly sma ll recommended ra te  increa se  and the

increases  in the  cus tomer cha rge ."265 S ta ff a ppe a rs  to be lie ve  tha t be ca use  the  re que s te d ra te

incre a s e  is  s o s ma ll, this  is  not the  a ppropria te  time  to imple me nt s uch a  cha nge . But common

se nse  sugge s ts  such cha nge s  would ca use  gre a te r dis comfort in combina tion with a  la rge r ra te

21 incre a se .

22

23

24

25

S ta ff a ls o e xpre s s e s  conce rn tha t the  propos e d ra te  s tructure  would pos s ibly re s ult in a  wide

va rie ty of ra te  im pa c ts ,  with  s om e  cus tom e rs  re ce iving de cre a s e s  a nd s om e  cus tom e rs  re ce iving

incre a s e s ,  thus  le a ding to  unne ce s s a ry cus tom e r confus ion. S ta ff re com m e nds  re -e va lua ting the

propose d de s ign in the  conte xt of the  Compa ny's  ne xt ra te  ca se .266

26

27

264

265

266

Ex. UNSE-19 (Erdwurm Rejoinder) at 3.
Ex. Staff-61 (Radigan Direct) at 13.
Ex. Staff-61 (Radigan Direct) at 13.
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UNS  Ele ctric ha s  two ma jor conce rns  with S ta ffs  logic: (i) de nying cus tome rs  a  de cre a se

for which the y ma y be  e ligible , s imply be ca us e  it ma y ca us e  "coniiLls ion", is  unfa ir a nd illogica l,

a nd (ii) the  Compa ny's  ne xt ra te  ca se  will mos t like ly pre se nt a n e ntire ly ne w myria d of comple x

issues  to be  addre ssed. S imply put, the re  is  no good rea son to de lay the  bene fits  provided by the

Company's  proposed ra te  des ign. The  Company has  proposed a  conse rva tion-oriented approach,

in  a dhe re nce  with  a  conce pt it be lie ve d to  be  importa nt to  the  Commis s ion. More ove r, S ta ff

a cknowle dge d during te s timony tha t the  Compa ny could a lle via te  cus tome r confus ion a bout the

varying ra te  impacts  tha t could result from its  ra te  design through educa tion e fforts .267

6

7

8

9 c .

10 UNS  Ele ctric propose s  incre a s ing the  monthly re s ide ntia l cus tome r cha rge  from $6.50 to

11 $7.70 a nd ra is ing the  monthly sma ll ge ne ra l se rvice  cus tome r cha rge  from $10.00 to $12.00. The

12 Class  Cos t-of-Se rvice  S tudy supports  these  proposed cha rges . UNS Electric's  proposa l is  a  "ba re -

13 bone s " a pproa ch in tha t the  monthly cha rge  cove rs  only the  cos ts  for me te ring, me te r-re a ding,

14 billing a nd the  se rvice  drop. The  Compa ny utilize d this  a pproa ch be ca use  it isola te s  a  ve ry se le ct

and limited group of costs  tha t parties  genera lly agree  a re  customer-re la ted fixed costs  and recovers

UNS Ele c tric 's  Min imum Cus tome r Cha rge  is  a  Ba re  Bone s  Approa c h .

21

22

15

16 them through fixed monthly cha rges .

17 S ta ff a gre e s  tha t the  Cla ss  Cos t-of-Se rvice  S tudy pre se nte d by the  Compa ny jus tifie s  the

18 increase  in the  cus tomer cha rge  proposed for most se rvice  c1ass ifica tions .268 S ta ff furthe r agrees

19 tha t the  Compa ny's  propos e d cus tome r cha rge s  a re  in-line  with thos e  propos e d by S ta ff S ta ff

20 propos e s  a  $7.50 pe r month cus tome r cha rge  for re s ide ntia l cus tome rs , whe re a s  UNS  Ele ctric

supports  a  $7.70 pe r month cus tomer cha rge . Both pa rtie s  agree  tha t pe r month cus tomer cha rges

of $12.00, $15.50, $365 a nd $400 a re  a ppropria te  for the  s ma ll ge ne ra l s e rvice , la rge  ge ne ra l

se rvice , la rge  power se rvice  (le ss  than 69 kg) and la rge  power se rvice  (69 kV and above ) cla sse s ,

24 re spe ctive ly.

23

25

26

27 267

268
Tr. (Radigan) a t 1267.
Ex. S ta ff-61 (Radigan Dire ct) a t 16.
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1

2

Origina lly, RUCO's  witne s s , Ms . Ma ryle e  Dia z Corte z, did not a gre e  tha t a  portion of the

current commodity cha rge  should be  shifted to the  fixed monthly minimum and ins tead advoca te s

tha t the  curre nt fixe d/va ria ble  ra te  ra tio be  ma inta ine d.269 Howe ve r, the  Compa ny re vis e d the3

4 cus tome r cha rge s  from its  origina l filing, a nd a ddre s se d the  is sue .

5 D. UNS Electric's Proposal to Consolidate Rates for Mohave and Santa Cruz
Counties is Timely.6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

Currently, UNS Electric cus tomers  in Mohave  and Santa  Cruz Countie s  have  sepa ra te  ra te

s tructure s . While  se pa ra te  ra te  s tructure s  ca n some time s  he lp a void "ra te  shock" a ssocia te d with

utility sys tems merge rs , they should be  trans itiona l, not pe rmanent.270 At present, kph cha rges  for

re s ide ntia l a nd sma ll ge ne ra l s e rvice  cus tome rs  in Moha ve  County a re  lowe r tha n those  in S a nta

Cruz County. UNS  Ele ctric propose s  to consolida te  the se  ra te s  so tha t the y a re  die  sa me  in both

Counties . As a  result, customers  in Mohave  County would see  a  la rger percentage  increase  in ra tes

than customers  in Santa  Cruz County.

While  RUCO s upports  the  Compa ny's  pos ition , S ta ff re comme nds  tha t a  comple te

e limina tion of the  diffe re ntia l not be  ma de  a t this  time  give n tha t (i) the  curre nt a bs olute  dolla r

diffe rentia l in the  cus tomer's  bill is  sma ll, (ii) the  cos ts  for the  Company a s  a  whole  a re  increa s ing,

a nd (iii) the  ove ra ll ra te  incre a se  be ing sought is  re la tive ly sma lL27l S ta ff ins te a d propose s  tha t,

a fte r increas ing the  cus tomer cha rge  applicable  to cus tomers  in both Countie s , the  Company leave

e ne rgy ra te s  for S a nta  Cruz cus tome rs  a t the ir curre nt le ve ls  a nd re cove r the  re ma ining ra te

increase  from the energy charge of the  Mohave County customers.272

UNS  Ele ctric ma inta ins  tha t its  proposa l provide s  a  dis tinct be ne fit to S a nta  Cruz County

customers . This  ra te  ca s e  proce e ding is  pre cis e ly the  time  to imple me nt this  cha nge , which

e limina te s  a  dis tinct ine quity be twe e n the  Countie s . As  Mr. Erdwurm te s tifie d , S a nta  Cruz23

24

25

26

27

269

270

271

272

Ex. RUCO-8 (Diaz Cortez Direct) at 3.
EX. UNSE-17 (Erdwurm Direct) at 20.
Ex. Staff-61 (Radigan Direct) at 14.
Ex. Staff-61 (Radigan Direct) at 14.
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2

cus tomers  have  been paying fa r too much for fa r too long. Ins tead of ma inta ining this  inequity, the

Company would prefer to address the  problem now by combining the  ra tes .273

3 E. UNS  Ele c tric 's  De ma n d  Ch a rg e  P ro p o s a l is  Co n s is te n t with  o th e r In d u s try
Diffe re n tia ls .

4

UNS Electric has  proposed reducing the  diffe rentia l be tween Me demand charge  for se rvice

ta ke n a t le s s  tha n 69 kV a nd for se rvice  ta ke n a t 69 kg. The  curre nt diffe re ntia l is  re la tive ly la rge ,

a t $8.65, which is  ca lcula ted as  die  diffe rence  be tween the  current demand charge  for le ss  than 69

kV ($24.75) a nd  the  cha rge  for 69  kV ($ l6 .10).274 The  diffe re ntia l re pre s e nts  the  cos t for

tra ns forma tion s e rvice  to re duce  volta ge . Mr. Erdwurm te s tifie d tha t, ba se d on his  e xpe rie nce  in

the  e le ctric indus try, the  diffe re ntia l wa s  too la rge  give n a n a bs e nce  of a ny unique ne s s  of the

service  provider.275 From a  pra ctica l s ta ndpoint, he  note s  tha t the  high diffe re ntia l impos e s

significant cost on low load factor customers  taking se rvice  a t less  than 69 kV.z76

S ta ff witne ss  Mr. Ra diga n oppose s  the  cha nge  in the  de ma nd cha rge  diffe re ntia l due  to a

la ck of cos t jus tifica tion.277 Mr. Erdwurm, in his  Re butta l Te s timony, re cognize d Mr. Ra diga n's

conce rn a nd propose d tha t the  diffe re ntia l be  na rrowe d to $7.00 (a s  oppose d to $8.65), with the

possibility of a  further refinement when a  cost study was deve1oped.278

111. CARE S  DIS CO UNT/LO W-INCO ME  CUS TO ME R IS S UE S .

5

6

7

8

9
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18

19

20
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22

A. Year-Round $8.00 and $10.00 Per Month Discounts for CARES and CARES-
Medical Customers, Respectively, are in the Best Interests of Low-Income
Customers.

23

The  Compa ny ha s  propos e d ye a r-round Ha t dis counts  of $8.00 a nd $10.00 pe r month,

unre la te d to us a ge , for qua lifying CARES  a nd CARES -Me dica l cus tome rs , re s pe ctive ly. The

curre nt progra m provide s  de clining pe rce nta ge  dis counts  for pa rticipa ting cus tome rs , with a  fla t

24

25

26

27

273

274

275

276

277

278

Tr. (Erdwunn) at 422.
Ex. UNSE-l8 (Erdwunn Rebuttal) at 14.
Tr. (Erdwurm) at 468.
Ex. UNSE-18 (Erdwunn Rebuttal) at 15.
Ex. Staff-61 (Radigan Direct) at 18.
Ex. UNSE-18 (Erdwunn Rebuttal) at 14.
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24

$8.00 dis count for us a ge  ove r a  1,000 kph thre s hold for CARES  cus tome rs , a nd a  2,000 kph

thre s hold for CARES -Me dica l cus tome rs . In the  inte re s t of cons e rva tion, howe ve r, UNS  Ele ctric

re comme nds  e limina ting the  pe rce nta ge  dis counts  in fa vor of this  fla t dis count propos a l, which

will a llow CARES  a nd CARES -Me dica l cus tome rs  to re a lize  a dditiona l s a vings  without incre a s ing

the ir e ne rgy us e . As  Mr. Erdwurm s ta te s  in his  Dire ct Te s timony, the  propos e d cha nge  cre a te s

more  s avings  for e ligible  cus tomers . The  exis ting program genera ted $532,000 in s avings , whereas

the  ne w progra m e xpa nds  the  e xpe cte d be ne fits  to a lmos t $585,000, a  10 pe rce nt incre a s e .279

Ultima te ly, the  Compa ny doe s  not be lie ve  tha t low-income  cus tome rs  s hould be  re quire d to us e

more  e ne rgy in orde r to fully e njoy the  CARES  dis count.

RUCO s upports  the  Compa ny's  CARES  dis count propos a l a nd a ppe a rs  to s e e  a  be ne fit

de rive d from the  de coupling of the  re ce ipt of a  low-income  dis count Hom us a ge . As  Ms . Dia z

Corte z s ta te s  in he r Dire ct Te s timony, unde r the  Compa ny's  curre nt CARES  dis count s tructure ,

only the  la rge s t us e rs  re ce ive  the  ma ximum be ne fits  from the  CARES  dis count. Unde r the

Company's  propos ed CARES dis count, howeve r, even the  lowes t us e rs  a re  a llowed to rece ive  the

maximum benefit of the  discount.280

Sta ff, on the  othe r hand, recommends  tha t the  Company's  propos a l to change  the  s tructure

of the  CARES  dis count be  re je cte d a nd the  curre nt dis count s tructure  be  re ta ine d. S ta ff doe s  not

be lie ve  tha t a  fla t dis count a pplie d to a ll bills , re ga rdle s s  of us a ge , provide s  the  s a me  ince ntive  to

conserve  as  die  current declining tie red percentage  discount.28l

While  UNS  Ele ctric continue s  to s trongly a dvoca te  for the  imple me nta tion of its  propos e d

CARES  a nd CARES -Me dica l dis count progra ms , the  Compa ny ca nnot he lp but to be  confus e d by

the  s e e mingly contra dictory pos itions  S ta ll" is  ta king in this  ra te  ca s e  proce e ding. On one  ha nd,

S ta ff ha s  oppos e d a n inclining block ra te  s tructure , e ve n though the  Compa ny's  prima ry goa l for

this  propos a l is  cons e rva tion. On the  othe r ha nd, S ta ff is  re comme nding a ga ins t the Compa ny's

propos e d  CARES  a nd CARES -Me dica l d is counts  for fe a r tha t the  cha nge s  ma y re duce  the2 5

2 6

2 7

279

280

281

Ex. UNSE-17 (Erdwunn Direct) a t 25.
Ex. RUCO-8 (Diaz Cortez Direct) at 5-6.
Ex. Staff-66 (McNeely-Kirwan Direct) a t 7.
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1

2

3

incentive  to conse rve  ene rgy. UNS Electric hopes  to encourage  conse rva tion among a ll cus tomer

groups , no jus t low-income  cus tome rs , a nd e xpe cts  tha t the  combina tion of its  inclining block ra te

s tructure  with its  revised CARES discounts  would he lp accomplish this  goa l.

4 B. UNS Electric Reiterates its Commitment to Work on Low-Income Customer
Issues.

5

6

7

8

9

UNS  Ele ctric is  a wa re  tha t s e ve ra l othe r is sue s  pe rta ining to low-income  cus tome rs  we re

ra is e d  by o the r pa rtie s , inc lud ing , during  pub lic  comme nt, the  Arizona  Community Action

As s ocia tion ("ACAA"). To a ddre s s  the s e  is s ue s , UNS  Ele ctric ma ke s  s e ve ra l commitme nts  to

improve  its  se rvice  to low-income  cus tomers :

10

11
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16

17
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UNS  Ele ctric is  propos ing to a dd a  Wa rm S pirits  P rogra m, s imila r to the  curre nt

Wa rm S p irits  P rogra m offe re d  by UNS  Ga s , Inc . Th is  will b e  a  vo lu n ta ry,

cus tomer-funded program tha t provides  emergency bill payment a ss is tance  to low-

income  cus tome rs . The  Compa ny will promote  the  cus tome r contribution through

bill ins e rts  a nd bill me s s a ge s  s oliciting contributions  to the  progra m. All proce e ds

will be  dis tributed to loca l socia l se rvice  agencie s , which will use  the  funds  to a ss is t

qua lifie d UNS  Ele ctric  cus tom e rs . UNS  E le c t will m a tc h  c u s to m e r d o n a tio n s

dolla r-for-dolla r, up to $25,000 a nnua lly. Additiona lly, the  Compa ny a gre e d to

move  $20,000 from the  Low-Income  We a the riza tion ("LIW") P rogra m into  the

Warm Spirits  P rogram.

UNS  E le c tric  will in c re a s e  Me  fu n d in g  o f its  LIW P ro g ra m fro m $ 7 0 ,0 0 0  to

$105,000 a nnua lly, a nd will incre a s e  the  ma ximum e xpe nditure  from $1,600 pe r

home to $2,000.

23

24

25

The  Compa ny will offe r its  cus tome rs  a  conve nie nt ne w wa y to pa y the ir bills  in

cash, providing an a lternative  to payday loan businesses. 282

These  s teps  a re  clea r evidence  of the  Company's  commitment to ea se  the  burden on low-

26 income customers as much as possible .

27
282 Tr. (Fe rry) a t 517.
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1 IV. DEMAND-SIDE MANAGEMENT ADJUSTOR MECHANISM.

2

3

4

5

Although UNS Electric identified both new and enhanced DSM programs in its initial filing

in this docket, the Company subsequently filed for approval of a comprehensive DSM Program

Portfolio on June 13, 2007 in Docket No. E-04204-07-0365. Staff will conduct its review and

recommendations on the proposed DSM programs in that docket.

However,  UNS Electric seeks approval of a DSM Adjustor Mechanism, set initially at

$0.000583 per kph, to recover a portion of the costs of its DSM programs. The Company agrees

with Staff to fund 100 percent of its expanded LIW Program costs and 25 percent of all other

proposed DSM program costs through this adjustor mechanism.283 The initial adjustor charge is

expected to provide this level of funding, although the adjustor mechanism will reset the DSM

adjustor rate on an annual basis to ensure appropriate funding.284

v .

6

7

8

9

10

11

12

13

14

15

16

UNS ELECTRIC'S  PROPOSED CHANGES TO ITS RULES AND REGULATIONS
ARE REASONABLE AND SHOULD BE ADOPTED.

UNS Ele ctric propos e d cha nge s  to its  Rule s  a nd Re gula tions  to ma ke  the m more

understandable to customers and more consistent with the Rules and Regulations for UNS Gas and

TEP.285 With respect to die proposed revisions, only two principle areas of dispute remain: (1)

Billing Te rms , a nd (2) Line  a nd S e rvice  Line  Exte ns ion P olicy. Furthe r, in re sponse  to

Commiss ion concerns  about growth paying for itse lf, the  Company has  proposed a  Service

Connection Charge as a form of "hook-up fee."

17

18

19

2 0

2 1

22

A. The Company's Proposed Billing Terms are More Lenient than what the
Arizona Administrative Code Requires.

23

24

Arizona Administrative Code (A.A.C.) R14-2-210.C. states "any bill for utility services are

due and payable no later than 15 days from the date of the bill," and "[any] payment not received

within this time-trame shall be considered delinquent and could incur a late payment charge."

25

26 283

27

Ex. UNSE-6 (Pignatelli Rebuttal) at 15, Ex. S-63 (Anderson Direct) at 15-16.
284 Ex. s-63 (Anderson Direct) at 13-17.

Ex. UNSE-20 (Ferry Direct) at 22.285
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2
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6
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8
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13

By contra s t, UNS  Ele ctric 's  propos e d Billing Te rms  (S e ction 11, S ubs e ction C of UNS

Ele ctric 's  P ropos e d Rule s  a nd Re gula tions ) p rovide s  a n  a dd itiona l te n  da ys  be fo re  a  b ill is

re nde re d de linque nt AND be fore  a  pa yme nt incurs  a  la te  pa yme nt cha rge .286 As  die  Compa ny

expla ined, a  cus tomer would have  10 days  from da te  the  bill is  rende red be fore  a  bill is  cons ide red

pas t due , then, an additional 15 days  mus t e lapse  before  the  bill would be  cons idered de linquent.287

Tha t le a ve s  a  tota l of 25 da ys  which mus t pa s s  be fore  a  bill would be  cons ide re d de linque nt. A

cus tome r would the n ha ve  five  a dditiona l da ys  to ma ke  a  pa yme nt on the  de linque nt bill.288

The re fore , a  dis conne ction could not occur until the  31511 da y a fte r a  bill is  re nde re d, a nd only if

notice  is  given in accordance  with the  te rmina tion provis ions  in the  Rule s  and Regula tions .289 To

a void concis ion for cus tome rs  s e rve d by both UNS  Ele c tric  a nd UNS  Ga s , the  Compa ny ha s

propos e d ide ntica l Billing Te rms  for both compa nie s .290 The  Compa ny's  propos a l re ga rding

Billing  Te rm s  is  fa ir a nd  e qu ita b le  to  its  c u s tom e rs  a nd ,  c on tra ry to  S ta ff's  a nd  RUCO's

a rguments , is  in compliance  with the  A.A.C.

1 4 B. The Company's Proposed Line Extension balances the respective interests.

1 5

1 6

1 7

1 8

1 9

20

UNS Ele ctric curre ntly provide s  a n ove rhe a d se rvice  line  up to 150 fe e t a nd no more  tha n

one  ca rryove r pole  for e a ch cus tome r fre e  of cha rge .291 The  Compa ny propose s  to e limina te  50

fe e t a nd one  ca rryove r pole  from its  ove rhe a d s e rvice  line  conne ction, a s  its  modifie d propose d

language  clea rly shows.292 Because  the  Company's  line  extens ion policy a lso a llows  for 400 fee t

in free  footage ,293 die  tota l free  footage  a llowance  will drop from 550 fee t and one  ca rryover pole ,

to 500 feet and no carryover pole.294

2 1

22

23

24

25

286

287

288

289

290

291

292

26

27
293

294

Ex. UNSE-20 (Ferry Direct) at Ex. TJF-1, Subsection 11.C.
Ex. UNSE-21 (Ferry Rebuttal) at 2.
Ex. UNSE-20 (Ferry Direct) at Ex. TJF-1, Subsection 11.C.4.
Ex. UNSE-20 (Ferry Direct) at Ex. TJF-1, Subsections  12.D. and l2.E.
Ex. UNSE-21 (Ferry Rebuttal) at 2.
Ex. UNSE-54.
Ex. UNSE-55 (clarifying that a  s ingle span of service drop is  "no more than 100 feet in length and will
not include a carryover pole.")
See Ex. UNSE-56.
Ex. UNSE-21 (Fend Rebuttal) at 9.
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S ta ff ma inta ins  its  proposa l to e limina te  the  fre e  foota ge  a llowa nce  e ntire ly.295 Although

the  Compa ny ge ne ra lly a gre e s  tha t growth should pa y for itse lf, re moving the  e ntire  fre e  foota ge

a llowa nce  would e ffe ct a  ma jor s hift in  policy.296 S uch a  cha nge  would a dve rs e ly impa ct

e conomic de ve lopme nt e fforts  in  Moha ve  a nd S a nta  Cruz Countie s , whe re  growth-re la te d

indus trie s  drive  the  loca l e conomie s  of Kins ma n, La ke  Ha va s u City a nd Noga le s .297 The

6 Compa ny be lie ve s  tha t s uch a  ma jor s hift in  policy s hould not be  imple me nte d in  th is  ca s e . The

7

8

9

1 0

11

Compa ny would pre fe r to a dopt such a  cha nge  a fte r re solution of the  pe nding ge ne ric docke t on

hook-up fe e s  (In the  Ma tte r of the  Us e  of Hook-Up Fe e s  for Ele ctric a nd Na tura l Ga s  Utilitie s

Docke t No.E-00000K-07-0052 and G-00000E-07-0052). In the  meantime , a s  discussed be low, the

Compa ny a ls o ha s  propos e d a  type  of impa ct fe e  in a ddition to its  propos e d cha nge s  to its  line

e xte ns ion policy.

1 2 c. The Company's Service Connection Contribution Gradually but Significantly
Advances the Policy of Growth Paying for Growth.

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20
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22

23

The  Compa ny's  S e rvice  Conne ction Contribution is  e s se ntia lly a  type  of impa ct fe e . The

Company would charge  $250.00 for each new e lectric se rvice  connection. The  Service  Connection

Contribution ... like  a  hook-up fe e  - would be  a  non-re funda ble  contribution to offse t cons truction

cos ts  for a  new e lectric se rvice  connection.298 This , the re fore , would not genera te  revenue  for the

Compa ny, it would s e rve  a s  a  re duction to pla nt.299 It would a ffe ct cons truction funding on a

going-forwa rd ba s is .300 The  only diffe re nce  be twe e n the  Se rvice  Conne ction Contribution a nd a

hook-up fe e  is  tha t the  forme r will not s trictly offs e t cons truction cos ts  for off-s ite  ba ckbone

fa cilitie s . Als o, if a  s ingle -fa mily re s ide nce  is  built in a ccorda nce  with UNS  Ele ctric 's  "Ene rgy

S ma rt Home s" e fficie ncy s ta nda rds , or a ny succe ssor home  e fficie ncy progra m, the  contribution

would be  wa ived for tha t new e lectric se rvice  connection."1
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295
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298
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301

Ex. S-65 (Young Sun'ebutta l) a t 3, Tr. (Anderson) a t 1291, 1301.
Ex. UNSE-21 (Ferry Rebutta l) a t 9.
Ex. UNSE-21 (Ferry Rebutta l) a t 9-10.
Ex. UNS E-46.
Tr. (Grant) a t 1064-65 .
Tr. (Grant) a t 1066.
Tr. (Grant) a t 1066.
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The  Compa ny e s tima te s  tha t UNS  Ele ctlic's  S e rvice  Cus tome r Conne ction cha rge  could

bring in as  much as  $1 .5 million annually - if 6,000 service  line  extensions a re  added each year.302

The  Company would pre fe r not to implement this  proposa l, howeve r, and ins tead, wa it to deve lop

a hook-up fee  until the  conclusion of the  generic hook-up fee  docket referenced above.303

5

6

7

8

9

1 0

1 1

1 2
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1 4

VI. P P FAC ME C HANIS M.

As has  been previous ly discussed, UNS Electric currently obta ins  a ll of its  power through a

fixe d price  full re quire me nts  powe r supply a gre e me nt with P inna cle  We s t. Tha t contra ct e xpire s

Ma y 31, 2008 a nd UNS  Ele ctric mus t re pla ce  the  powe r supply through purcha se s  ma de  on the

whole sa le  ma rke t. Ma rke t powe r price s  typica lly fluctua te  with the  price  of na tura l ga s  be ca use

mos t a va ila ble  e ne rgy come s  from ga s -fire d ge ne ra tors . The re fore , the  curre nt UNS  Ele ctric

PPFAC, which is  se t a t a  fixed price  based on die  P innacle  West contract, is  obsole te  and must be

replaced with a  mechanism tha t a llows the  Company to recover the  actua l cost of purchased power

and fue l incurred in acquiring necessa ry resources .304 All pa rties  agree  tha t a  new form of PPFAC

is  ne e de d unde r the se  circums ta nce s . The  Compa ny a nd S ta ff ha ve  a gre e d upon the  form of a

P P FAC, a nd the  re la te d P la n of Adminis tra tion ("P OA"), with the  e xce ption of two ope ra tiona l

issues.

15

16

17

18

19

20

21

22

P ropos e d  Form of P P FAC.

23

24

A.

The  Company origina lly proposed a  new cos t re cove ry mechanism to automa tica lly adjus t

the  P P FAC ra te  ba s e d on a  12-month rolling a ve ra ge  cos t for fue l a nd purcha s e d powe r, S ta ff

propose d a  diffe re nt form of P P FAC tha t wa s  ve ry s imila r to the  P owe r S upply Adjus tor ("P S A")

re ce n tly a pprove d  fo r AP S  in  De cis ion  No . 69663  (J une  28 , 2007), but with  a ppropria te

In its  Re butta l Te s timony, the  Compa ny

a cce pte d S ta ff's  propose d P P FAC me cha nism a nd provide d a  propose d P OA tha t s e t forth the

de ta ils  of the  P P FAC's  ope ra tion.306 The  Compa ny be lie ve s  S ta ffs  propos e d forwa rd-looking

25

26

27

302

303

304

305

306

Tr. (Grant) at 960-61.
Tr. (Grant) at 961-62.
Ex. UNSE-14 (DeConcini Direct) at 19.
Ex. S-56 (R. Smith Direct) at 80-85.
Ex. UNSE-15 (DeConcini Rebuttal) at 8, 16, Ex. MID-3 (POA).
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PPFAC me cha nism will e ffe ctive ly mitiga te  the  vola tility in its  powe r supply a nd de live ry cos ts307

and sends a better price signal to customers.308

The  propos e d P P FAC would go into e ffe ct on J une  1, 2008, whe n UNS  Ele ctric s ta rts

us ing the  powe r supplie s  tha t will re pla ce  the  P inna cle  We s t contra ct. Be fore  tha t time , the  Ba se

Cos t of Fue l a nd P urcha se d P owe r will be  se t a t a  le ve l tha t re fle cts  the  cos t of powe r unde r the

contract.309 The re fore , the  PPFAC ra te  will be  se t a t ze ro until June  1, 2008.310 Under the  POA,

the  propos e d P P FAC ha s  two compone nts : (l) a  Fo rwa rd  Compone n t,  a nd  (2 ) a  true -up

compone nt. The  Forwa rd Compone nt would be  ba se d on fore ca s te d fue l a nd purcha se d powe r

cos ts , while  the  True -Up Compone nt would compa re  a ctua l fue l a nd purcha se  powe r cos ts  with

wha t wa s  colle cte d through ba s e  ra te s  a nd the  P P FAC ra te  in die  prior ye a r.3" The  True -Up

Compone nt would a lso re concile  a ctua l ve rsus  fore ca s te d fue l a nd purcha se d powe r cos ts , a nd

would be  incorpora te d into  the  following ye a r's  P P FAC ra te .m More ove r, a s  s e t forth  in  the

re vis e d P OA: (i) e a ch P P FAC Ye a r would s ta rt J une  1s t a nd continue  though Ma y 31s t of the

fo llowing  ye a r,313  (ii) the  Compa ny would  s ubmit a  tiling  on  or be fore  De ce mbe r 31" with

in fo rma tion  a nd  ca lcu la tions  s howing  the  fo llowing  P P FAC Ye a r's  Fo rwa rd  a nd  True -Up

Components ,314 (iii) S ta ff would have  until February 15th to issue  initia l comments  rega rding UNS

Ele ctric's  filing, or re comme nding a ny a djus tme nts  to the  Compa ny's  ca lcula tions , a nd (iv) die

Company would file  upda ted informa tion and ca lcula tions  conce rning the  True -Up Component by

Ap ril le t ,  a n d  S ta ff wo u ld  h a ve  u n t il Ap ril 1 5 th  to  file  a n y a d d it io n a l c o m m e n ts  o r

recommenda tions .315 The  POA does  not propose  tha t the  Commiss ion approve  each yea r's  new

PPFAC ra te  but tha t the  Commiss ion could suspend the  PPFAC or take  some  othe r action be fore

17

18

19

20

21

22

23

24

25

26

27

307
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310

311

312

313

314

315

Ex. UNSE 15 (DeConcini Rebuttal) at 8.
Tr. (DeConcinj) at 321.
Ex. UNSE-17 (Erdwurm Direct) at 21 .
Ex. UNSE 15 (DeConcini Rebuttal) at 8-9, Ex. UNSE-17 (Erdwurm Direct) at 21.
Ex. UNSE-15 (DeConcini Rebuttal) at 9, Ex. MJD-3 (POA).
Ex. UNSE-15 (DeConcit1i Rebuttal) at 10.
Ex. UNSE-15 (DeConcini Rebuttal) at 8.
Ex. UNSE-15 (DeConci11i Rebuttal) at 10-11 .
Ex. UNSE-15 (DeConcini Rebuttal) at 8-12, Ex. MJD-3 (POA).
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June 1St.316 Finally, if some extraordinary event, such as the  2005 Gulf Coast hurricanes, leads to a

dra s tic cha nge  in fue l a nd e ne rgy price s , the  re vis e d P OA would a llow the  Compa ny to s e e k a

modifica tion to the  Forwa rd Compone nt 17 This  would a llow the  PPFAC ra te  to be  smoothe d out

so that the True-Up component does not result in a  larger than necessary increase.318

In its  Surrebutta l Tes timony, S ta ff submitted a  revised ve rs ion of the  UNS Electric POA.319

S ta ff a lso re comme nde d dirt UNS  Ele ctric fully cre dit short-te rm off-sys te m whole sa le  re ve nue s

to the PPFAC, a  recommendation the Company endorses.320

The  Company and S ta ff agree  on the  te rms  of the  revised POA with two exceptions . Firs t,

in the  re vis e d P OA, S ta ff ha s  propos e d e limina ting the  re cove ry through the  P P FAC of "Othe r

Allowa ble  Cos ts ," s uch a s  the  procure me nt, s che duling a nd ma na ge me nt fe e s  re la te d to UNS

Ele ctric's  a cquis ition of powe r a nd cre dit cos ts  ne ce s sa ry to support fue l a nd powe r purcha se s .

The  Compa ny be lie ve s  it should be  a llowe d to re cove r those  cos ts  through the  PPFAC. Se cond,

during the  he a ring, S ta ff s ubmitte d a  propos a l s ugge s ting tha t a  ca p might be  pla ce d on the

Forwa rd Compone nt of the  P P FAC - e ve n dough S ta ff ha d not pre vious ly propose d a  ca p. UNS

Electric opposes  a  cap on the  Forward Component.
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2 0

B . Othe r Allowa ble  Cos ts

2 1

22

With re s pe ct to the  re cove ry of Othe r Allowa ble  Cos ts , S ta ff conte nds  tha t the s e  cos ts

should be  re cove re d through ba se  ra te s , not the  PPFAC. Howe ve r, this  proposa l is  ina ppropria te

give n the  circums ta nce s  fa cing the  Compa ny. UNS  Ele ctric ha s  not ha d to incur procure me nt,

scheduling and management cos ts  re la ted to its  acquis ition of power because  of the  long-s tanding

Pinnacle  West power contract.321 That means these  costs  a re  not re flected in current ra tes ,322 and

the re  a re  no s uch cos ts  in the  te s t ye a r to be  include d in ba s e  ra te s . RUCO a dmits  tha t UNS

Ele ctric doe s  not ha ve  die s e l cos ts  a s  pa rt of te s t-ye a r e xpe ns e s , but will incur the m once  the23
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Ex. UNSE-15 (DeConcini Rebuttal) at 12.
Ex. UNSE-15 (DeConcini Rebuttal) at 13.
Ex. UNSE-15 G3eConcini Rebuttal) at 13-14.
Ex. S-58 (R. Smith Surrebuttal) at 59-61, Ex. RCS-7.
Ex. S-58 (R. Smith Surrebuttal) at 62, Ex. UNSE-16 (DeConcini Rejoinder) at 5.
Ex. UNSE-16 (DeConcini Rejoinder) at 3.
Ex. UNSE-15 (DeConcini Rebuttal) at 15, Tr. (DeConcini) at 339-40, 341-42.
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Pinnacle West contract expires.323

The re  is  no que s tion tha t the s e  cos ts  a re  dire ctly re la te d to fue l a nd purcha s e  powe r

procurement.324 They a lso a re  like ly to vary from year to year,325 malting diem more  appropria te ly

recove red through the  PPFAC, not base  ra te s . Unle ss  such cos ts  a re  incorpora te  din the  PPFAC,

UNS  Ele ctric 's  re cove ry of thos e  cos ts  will be  de fe rre d , o r e ve n  pre clude d , un til a fte r the

Company's  next ra te  ca se . The  PPFAC should include  recove ry of "Othe r Allowable  Cos ts" a s  se t

forth in the  Compa ny's  POA.

Alte rna tive ly, be ca us e  S ta ff ha s  propos e d  re p la cing  s pe cific  de s crip tions  of Othe r

Allowa ble  Cos ts  with the  s ta te me nt "None  wida out pre -a pprova l from the  Commis s ion in a n

Orde r," the  Compa ny re que s ts  tha t the  Commis s ion  a pprove  the  fore ca s te d  procure me nt,

s che duling  a nd ma na ge me nt fe e s  s e t forth  in  Exhib it MJ D-6 to  Mr. De Concin i's  Re jo inde r

Testimony.326 Thos e  fore ca s ts  re fle ct the  procure me nt, s che duling a nd ma na ge me nt cos ts

a lloca te d from TEP 's  Whole s a le  Ene rgy Group, the  group tha t will pe rform procure me nt a nd

scheduling for UNS Electric.327

c .1 5 Staff's Proposed Cap.
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In  its  p re -tile d  te s timony, S ta ff d id  no t s upport a ny ca p  on  UNS  Ele c tric 's  P P FAC,

ge ne ra lly a gre e ing a im Mr. De Concini's  conce rn tha t: (i) be ca use  UNS  Ele ctric is  in the  proce s s

of a cquiring a nd de ve loping its  re source  re quire me nts , it would not be  a ppropria te  to force  a  ca p

on the  P P FAC ra te  in this  pe riod of flux, (ii) a  ca p could imprope rly e ncoura ge  s hort-te rm ra te

s ta bility a t the  e xpe nse  of s e rving the  long-te rm inte re s ts  of cus tome rs  a nd (iii) putting ca ps  a nd

colla rs  for ra te  s tability in the  short-te rm can lead to la rge  de fe rra ls  tha t can nega tive ly impact both

the  Compa ny, ma king it a  riskie r inve s tme nt, a nd its  cus tome rs  - who ha ve  to pa y for those  cos t

deferrals eventually.328
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Tr. (Diaz Cortez) at 1275, 1281-83.
Ex. UNSE-16 (DeConcini Rejoinder) at 3, Tr. (DeConcini) at 346.
Staff expects these costs to vary from year to year. Tr. (R. Smith) at 1226 .
UNSE-16 (DeConcini Rejoinder) at 4, Ex. MID-6 .
Ex. UNSE-16 (DeConcini Rejoinder) at 3-4, Tr. (DeConcini) at 337-38, 345 .
EX. S-58 (R. Smith Surrebuttal) at 54.
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Howe ve r, towa rd the  e nd of the  e vide ntia ry he a ring, S ta ff indica te d tha t a  ca p ma y be

appropria te . S ta ff sugges ted tha t it would support a  1.73 cents  pe r kph "ha rd cap" on the  Forward

Component But S ta ff did not propose  a  ca p on the  True -Up Compone nt.330 Unde r the  S ta ff

propos a l, the  "ha rd ca p" would a ct to  de fe r re cove ry of a ll purcha s e d powe r a nd fue l cos ts

re sulting from ga s  cos ts  a bove  $7.50 pe r MMBTU. Although S ta ff did not conduct a ny subs ta ntia l

ana lys is  on the  potentia l scope  of de fe rred cos ts ,331 Mr. Grant on beha lf of the  company te s tified

tha t the  a nnua l de fe rra l would  be  a pproxima te ly $23  million  if ga s  p rice s  we re  $9 .00  pe r

MBTU."2

UNS  Ele ctric obje cts  to S ta ffs  e le ve nth hour ca p proposa l. S ubs ta ntive ly, S ta ffs  proposa l

could impose  subs tantia l ha rdship on UNS Electric. As  noted above , should the  price  of gas  reach

$9.00 pe r MMBTU in the  iiuture , the  Company would be  forced to de fe r recovery of more  Dian $20

million in cos ts . Tha t le ve l of de fe rra l would ha ve  to be  fina nce d by the  Compa ny. It is  unce rta in

whe the r the  Compa ny's  re vo lving  cre d it fa c ility will be  s u ffic ie n t to  cove r the  cos ts  be ing

de fe rred.333 Moreove r, until the  leve l of base  ra te  re lie f is  de te rmined in this  docke t, it is  unknown

wha t a dditiona l fina ncing ma y be  a va ila ble .334 Eve n if s ufficie nt fina ncing wa s  a va ila ble , the

propose d inte re s t on unde rcolle cte d ba la nce s  unde r the  P OA will not come  close  to cove ring die

Compa ny's  a ctua l cos t of fina ncing. S ta ff be lie ve s  the  P OA inte re s t ra te  s hould re ma in the

a pplica ble  one -ye a r Nomina l Tre a s ury Cons ta nt Ma turitie s  ra te  e ve n though the  Compa ny's

borrowing ra te  unde r its  curre n t re volving  cre d it fa cility is  LIBOR plus  l pe rce nt.335 Tha t

diffe re nce  in ra te s  cre a te s  a  s ignifica nt ga p in the  a ctua l cos t of fina ncing a nd the  re cove ry of

ca rrying cos ts  under the  POA, and is  confisca tory.

The  pote ntia l cre dit s que e ze  tha t could re s ult from S ta ffs  P P FAC ca p propos a l is  ironic

because S ta ff ha s  a s s e rte d  e ls e whe re  in  its  te s timony tha t the  P P FAC will he lp  with  the

24
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330

331

332

333

27

329 Tr. (R. smith) a t 1398-99.
Tr. (R. Smith) a t 1400.
Tr. (R. Smith) a t 1401.
Tr. (Grant) a t 1411.
Tr. (Grant) a t 1411.

334 Tr. (Grant) a t 1411-12.
Tr. (Grant) a t 1405-06, 1413.335
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Compa ny's  ca sh flow, thus  jus tifying the  re je ction of CWIP  in ra te  ba se .336 S ta ffs  proposa l a dds

a nothe r cre dit is sue  to the  Compa ny's  a lre a dy full pla te , UNS Ele ctric is  a lso conce rne d a bout its

non-inve s tme nt gra de  cre dit ra ting, its  ne e d for cre dit support to a cquire  re pla ce me nt whole sa le

powe r re s ource s , its  ne e d to re fina nce  $60 million in de bt in Augus t of 2008 a nd its  de s ire  to

finance  the  acquis ition of the  BMGS.

UNS Ele ctric re que s ts  tha t the  Commiss ion not impose  a  ca p on the  Forwa rd Compone nt

a t this  time . However, if S ta ff' s  recommenda tion for a  cap on the  Forward Component is  adopted,

the  Compa ny re que s ts : (i) a  POA inte re s t ra te  e qua l to LIBOR plus  1 pe rce nt ins te a d of the  one -

yea r Nomina l Trea sury Cons tant Ma turitie s  ra te  tha t would be  acceptable  without a  cap, and (ii) a

circuit bre a ke r me cha nism tha t would re sult in a  P P FAC Forwa rd Compone nt pricing a djus tme nt

once  the  deferra l ba lance  reaches  5 percent of the  Company's  tota l capita liza tion.
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D. RUCO's  P ro p o s e d  P P FAC.
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24

RUCO oppos e s  S ta ff's  a nd  UNS  E le c tric 's  p ropos e d  P P FAC s truc tu re . R a th e r R UC O

propos e s  a  P P FAC a utoma tica lly a djus te d  on  a  monthly ba s is  a nd  ba s e d  on  a  12-month  ro lling

a ve ra ge  o f inc u rre d  pu rc ha s e d  powe r a nd  fue l c os ts ,  with  a  6 -mils -pe r-ye a r c a p  a nd  a  90 /10

s ha ring me cha nis m.337 Although RUCO a ls o s upports  a  ba nk ba la nce  thre s hold a t $10 million for

both  unde r- a nd ove r-re cove rie s , it oppos e s  a llowing the  Compa ny to  a utoma tica lly re cove r the

P P FAC ba nk ba la nce  once  it e xce e ds  $10 million.""

Both UNS  Ele ctric  a nd S ta ff oppos e  RUCO's  propos a l for a  va rie ty of re a s ons . Firs t, S ta ff

ha s  e xpre s s e d a  pre fe re nce  for a  P P FAC with a  forwa rd looldng me cha nis m tha t a djus ts  only once

a  ye a r. S ta ff be lie ve s  tha t a  "Rolling Ave ra ge  Me cha nis m" propos a l "could  s ubs ta ntia lly re duce

the  le ve l of re gula tory s c rutiny of purcha s e d powe r a nd fue l cos ts ."339 S ta ff a ls o is  conce rne d

a bout s uch a  P P FAC me cha nis m (l) incre a s ing de fe rra ls , a nd (2) ca us ing cus tome r confus ion a nd

ne ga tive  cus tome r re a c tion through fre que nt ra te  cha nge s .340 The  Compa ny a g re e s  tha t the
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336

337

338

339

340

Tr. (R. Smith) at 1215-17.
Ex. RUCO-8 (Diaz Cortez Direct) at 10-14.
Ex. RUCO-8 (Diaz Cortez Direct) at 10-11.
Ex. S-56 (Smith Direct) at 72, 79.
Ex. S-56 (Smith Direct) at 80.

7 1



1 forwa rd looking  P P FAC m e cha nis m  is  p re fe ra b le  to RUCO's  P P FAC s tructure , pa rticula rly for

UNS  Ele ctric 's  circums ta nce s .2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18 his torica lly s ta ble  fe e l cos ts .

19

20

21

22

23

With re s pe ct to the  s ha ring me cha nis m, both S ta ff a nd the  Compa ny be lie ve  tha t the

circums ta nce s  unde rlying AP S ' sha ring me cha nism do not e xis t for UNS  Ele ctric. Unlike  AP S  .-

which ha s  a  we ll-e s ta blis he d ge ne ra tion portfolio  tha t include s  s ta ble  cos t nucle a r a nd coa l

fa cilitie s  - UNS Ele ctric is  in the  proce ss  of a cquiring a nd de ve loping its  re source  re quire me nts . It

would not be  a ppropria te  to force  a  ca p on the  P P FAC ra te  in this  pe riod of flux.341 Furthe r, die

Compa ny will ha ve  a  ve ry vo la tile  s upp ly re s ource  upon  e xp ira tion  o f the  P inna cle  We s t

contra ct.342 A sha ring me cha nism would pote ntia lly e xpose  the  Compa ny to the  vola tility of the

s hort-te rm e ne rgy ma rke ts  tha t a re  be yond the  Compa ny's  or its  cus tome rs ' control. This  could

lead to a  confisca tory ra te  policy .... if the  Company cannot re cove r rea sonable  cos ts  for iiue l and

purcha s e d powe r . or a  s ignifica nt ra te  incre a s e  for cus tome rs .343 More ove r, be ca us e  the

Compa ny is  shifting from a  8111 re quire me nts  powe r supply a gre e me nt to a  dive rse  portfolio of

ge ne ra tion a nd contra cts  to s e rve  loa d, a  s ha ring me cha nis m will introduce  a dditiona l ris k tha t

could ultima te ly tra ns la te  to highe r cos ts  for powe r through incre a se d cre dit cos ts  from supplie rs

a nd highe r de bt cos ts .344 S ta ff furthe r e xpla ins  tha t "AP S  owns  a  .subs ta ntia l dive rs ifie d mix of

fue l a nd ge ne ra tion re source s , including ba se  loa d nucle a r a nd coa l units  with re la tive ly low a nd

Furthe r, the re  is  no indica tion tha t UNS  Ele ctric will ha ve  the

sa me  de gre e  of control ove r such cos ts .346 The re fore , it is  unlike ly tha t "the  Compa ny would be

able  to keep its  fue l and purchased power cos ts  close  to the  power cos ts  included in its  base  ra tes"

or tha t UNS  Ele ctric will ha ve  the  s a me  de gre e  of price  s ta bility a s  AP S .347 S ta ff note s  tha t the

sharing mechanism could a lso be  unfa ir to ra tepayers  if power cos ts  decrease . Moreover, because

the  Company a lready has incentive  to procure  fue l and purchased power a t a  reasonable  cost, Even
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341
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Ex. UNSE-15 (DeConcini Rebuttal) at 14.
Tr. (DeConcini) at 326.
Ex. UNSE-15 (DeConcini Rebuttal) at 15.
Ex. UNSE-15 (DeConcini Rebuttal) at 16.
Ex. S-58 (R. Smith Sunebuttal) at 49.
Ex. S-58 (R. Smith Surrebuttal) at 49.
Ex. S-58 (R. Smith Surrebuttal) at 50.
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Base Cost of Fuel and Purchased Power.
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S ta ff agrees  tha t RUCO's  proposed sha ring mechanism "could like ly re sult in the  seemingly unfa ir

result of the  Company absorbing cos t increases  tha t a re  beyond its  ability to control, or, converse ly

pre ve nting ra te pa ye rs  from fully re ce iving the  be ne fits  of powe r cos t de cre a se s  tha t re sult from

energy marke t fluctua tions , tha t a re  aga in, beyond the  control or influence  of UNS Electric."348

With re s pe ct to RUCO's  propos e d 6-mil ca p, S ta ff ha d e xpre s s e d s ignifica nt conce rns

a bout a  ca p for UNS  Ele ctric.349 S ta ff s till be lie ve s  RUCO's  proposa l is  "much too low for UNS

Ele ctric" a nd would pote ntia lly re sult in a  s ignifica nt de fe rra l.350 Inde e d, ca ps  tha t le a d to la rge

de fe rra ls  could have  a  nega tive  impact on the  Company's  ability to secure  financing on favorable

te rms and its  overa ll creditworthiness , making it a  riskie r inves tment.351

RUCO's  proposed PPFAC should be  re jected.

E .

Inte rtwine d with the  dis cus s ion of the  P P FAC is  the  de te rmina tion of the  ba s e  fue l a nd

purcha s e d powe r cos t tha t s hould be  incorpora te d in ba s e  ra te s . Mr. Erdwurm, in his  Re butta l

Te s timony for the  Compa ny, propos e d a  cha nge  in die  purcha s e  powe r a lloca tion fa ctor to 40

pe rcent ave rage  and peaks  and 60 pe rcent ene rgy.352 This  re sults  in a  s lightly lower base  power

supply compone nt for re la tive ly lowe r loa d fa ctor cla s se s  (including re s ide ntia l) a nd a n incre a se

for highe r loa d fa ctor cla sse s . For e xa mple , the  re s ide ntia l compone nt cha nge d to $0.07377l pe r

kph from $0.077178 pe r kWh.353 The  Compa ny submits  tha t this  a pproa ch offe rs  a  re a sona ble

ba lance  of demand and energy and does not overly burden high-load customers  by over-re liance  on

the  energy factor as  proposed by S ta ff. There fore , the  Commiss ion should approve  the  Company's

modifie d ba s e  powe r s upply compone nts  a s  s e t forth Mr. Erdwurm's  Re butta l Te s timony a nd in

the  Fina l Schedules  submitted by the  Company.22
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348
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350

351
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Ex. S-58 (R. Smith Surrebuttal) at 51 .
Ex. S-58 (R. Smith Surrebuttal) at 54.
Tr. (R. Smith) at 1392-93.
Ex. UNSE-15 (DeConcini Rebuttal) at 14, Ex. S-27, Tr. (DeConcini) at 328-29, Tr. (Grant) at 1418,
1421.
Ex. UNSE-18 (Erdwurm Rebuttal) at 7.
Ex. UNSE-18 (Erdwumm Rebuttal) at 7.
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1 VII. BLACK MOUNTAINGENER.ATING STATION.

2
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The  Compa ny curre ntly la cks  ge ne ra tion re s ource s  in its  Moha ve  County s e rvice  a re a .

Howe ve r, UNS  Ele c tric  ha s  a n  opportun ity to  a cqu ire  a  90  MW pe a ling  powe r p la n t ne a r

Kins ma n -- the  Bla ck Mounta in Ge ne ra tion S ta tion ("BMGS "). BMGS  would provide  s ubs ta ntia l

ope ra tiona l a nd fina ncia l be ne fits  to the  Compa ny tha t could not be  re a lize d through whole sa le

power purchase  contracts  for the  same capacity.

BMGS  p re s e n ts  a  u n iq u e  a n d  imp o rta n t o p p o rtu n ity fo r UNS  E le c tric  to  o b ta in  a

ge ne ra tion re s ource  tha t would dive rs ify the  powe r s upply portfolio tha t will re pla ce  the  curre nt

P inna cle  We s t contra ct. In orde r to a cquire  BMGS, the  Compa ny is  propos ing pos t-te s t-ye a r ra te

base  trea tment of BMGS and approva l of the  facility. If the se  reques ts  a re  denied, the  opportunity

to a cquire  BMGS  will be  e ithe r los t or de la ye d. If de la ye d, the  s ubs e que nt cos t of a cquis ition

could be  subs tantia lly higher. .r

9

10
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A. Ra te  Ba s e  Tre a tme n t fo r BMGS .

17
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As pa rt of its  plan to replace  the  P innacle  West contract, UNS Electric proposes  a  pos t te s t

yea r adjus tment to ra te  base . UNS Electric's  s is te r company, UED, expects  to inves t be tween $60

a nd $65 million to de ve lop BMGS , which cons is ts  of two LM 6000 combus tion turbine s . UED

re ce ntly s igne d  a  fixe d-price  tu rnke y cons truction  contra ct for $46  million  a nd  a n tic ipa te s

a dditiona l cos ts  tota ling be twe e n $14 million to $19 million.354 UED would s e ll BMGS  to UNS

Ele ctric a t cos t if UNS  Ele ctric's  re que s te d tre a tme nt in this  ca se  is  a pprove d.355 The  Compa ny

commits  to limiting the  purcha s e  price  of BMGS  to the  a ctua l cos t of cons truction incurre d by

UED a nd would s ubmit to a  s ubs e que nt e va lua tion of the  prude nce  of the  pla nt's  cons truction

costs.35622

23

24

Through this  a pplica tion, UNS  Ele ctric is  re que s ting a  pos t-te s t-ye a r a djus tme nt to ra te

ba se  of a  known a nd me a sura ble  a mount -- $60 million -- a nd a  corre sponding re cla ss ifica tion of

ra te s  e ffe ctive  June  1, 2008 (or a t a  la te r da te  if comme rcia l ope ra tion is  de la ye d be yond June  1,25

26

27
354

355

356

Ex. UNSE-8 (Larson Direct) at 4.
Ex. UNSE-14 (DeConcini Direct) at 9.
Ex. UNSE-15 (DeConcini Rebuttal) at 4.
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2008). The  June  l, 2008 e ffe ctive  da te  is  tie d to the  Ma y 31, 2008 e xpira tion da te  of the  P inna cle

We s t contra ct . Acquiring BMGS  would a dd a pproxima te ly $10 million to the  Compa ny's  non-

fue l revenue  requirement, a ssuming a  $60 million prob e t comple tion cos t. If the  $60 million pos t-

tes t-year ra te  base  adjus tment is  approved, UNS Electric would increase  the  average  base  de live ry

cha rge  to cus tome rs  by a pproxima te ly 0.6 ce nts  pe r kph be ginning no e a rlie r tha n June  l, 2008,

wbjle  s imulta ne ous ly ma king a  corre sponding de cre a se  of 0.6 ce nts  pe r kph to the  ba se  powe r

supply ra te . The  ba se  powe r supply ra te  could be  re duce d be ca use  the  a cquis ition would a llow

UNS  Ele ctric  to  a void  buying up to  90 MW of whole s a le  ma rke t ca pa city, a  la rge  portion of

required ancilla ry se rvices , and a  s ignificant volume  of wholesa le  transmiss ion whee ling due  to the

loca tion of this  facility.357

11 1. Operational Benefits.

12
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The  Company has  se t forth numerous  ope ra tiona l bene fits  of owning BMGS. No pa rty has

provide d a ny subs ta ntive  informa tion re futingthe  be ne fits . Inde e d, S ta ff subs ta ntia lly a gre e s  tha t

BMGS would provide  opera tiona l benefits  to the  Company.358 These  benefits  include  having:

fu ll ope ra tiona l fle xib ility, u tiliz ing  ca pa bilitie s  to  me e t re quire d  re s e rve s  a nd

ancilla ry se rvice s  and a llowing full, unlimited and economic dispa tch in any marke t

to optimize  the  Compa ny's  portfolio,

full control ove r ma inte na nce  a nd ope ra tion to e nsure  high s ta nda rds  of re lia bility

19

20

a nd sa fe ty,

owne d ge ne ra tion tha t a llows  UNS  Ele ctric  to  m e e t the  e xa ct pe a king ca pa city a nd

2 1

22

23

24

re s e rve  ne e ds  for its  s upply portfolio; a nd

g e n e ra tio n  a t  a  lo c a tio n  wh e re  tra n s m is s io n  c o s ts  c a n  b e  m in im iz e d ,  re d u c in g

o v e ra ll d e liv e ry c o s ts ,  p ro v id in g  n e c e s s a ry m u s t-ru n  e n e rg y a n d  a llo win g  fo r

conne ction to dua l pipe line  sys te ms  for fue l re dunda ncy.359
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359

Ex. UNSE-8 (Larson Direct) a t 3, Ex. UNSE-9 (Larson Rebutta l) a t 1-2.
Tr. (R. Smith) a t 1237-38, Ex. UNSE-52.
EX. UNSE-14 (DeConcini Direct) a t 7-8, Ex. UNSE-15 a t 6-7.
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BMGS  will us e  the  LM 6000 turbine s , which a re  quick s ta rt units , a nd a llow for

compliance  with s evera l re liability crite ria , especia lly within the  load area .360 Specifica lly, LM

6000 turbines within the load area reduce the likelihood of transmission inten'uptions and restoring

a nd/or s upplying loa d during tra ns mis s ion continge ncie s  - a s  we ll a s  pote ntia lly providing

alternatives  to transmiss ion expansion.361 Moreover, a 90 MW facility such as  the BMGS would

s ignifica ntly improve  a nd dive rs ify UNS  Ele ctric 's  powe r portfolio, pa rticula rly give n the

Company's  need to obtain up to 450 MW of generating capacity due to the Pinnacle West contract

expiration.362 There will be few market alternatives  to these LM 6000 turbines , partially because

few peaking facilities were built.363

10 2. Financial Benefits .

11
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1 3

14
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1 8

19
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The ownership of BMGS over the long-term would provide substantial financial benefits  to

UNS  Ele ctric 's  cus tome rs  ove r the  long-te nn re la tive  to a cquiring s imila r ca pa city in the

wholesale market. The cumulative effects  of depreciation expense and deferred income taxes  on

rate  base  will reduce the  Company's  revenue requirement for owned generation capacity, thus

crea ting a  long-tenn cos t advantage  re la tive  to a  long-term purchase  power contract or lease

agreement.364 The Company's  revenue requirements  will decline over time so that ownership is

les s  cos tly s ta rting in 2015, re la tive  to an as s umed $7 per kW per month demand charge  for

purchased capacity.365 This  would mean the cos t of ownership is  approximately $12 million less

than the  purchased power option on a  ne t present va lue  bas is  over 30 years .366 Moreover,

Purchased Power Agreements ("PPAs") include escalators dirt increase costs  over time, the longer

the contract, the more expensive the purchased power can become for customers.367 UNS Electric

would also avoid the poss ibility of having to provide additional cash or a  le tter of credit should a
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360
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363
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Ex. UNSE-14 (DeConcini Direct) at 10.
Ex. UNSE-14 (DeConcini Direct) at 10.
Ex. UNSE-15 (DeConcini Rebuttal) at 3.
Ex. UNSE-14 (DeConcini Direct) at 10, Tr. (DeConcir1i) at 382.
Ex. UNSE-8 (Larson Direct) at 13.
Ex. UNSE-8 (Larson Direct) at 13-14, Ex. KPL-3 .
Ex. UNSE-10 (Larson Rejoinder) at 2.
Ex. UNSE-14 (DeConcini Direct) at 4.
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PPA's  marke t va lue  exceed the  credit limit specified by a  se lle r for UNS Electric. 368

Furthe r, ha ving BMGS  in  ra te  ba s e  will provide  the  Compa ny with  a n a dditiona l $10

million in non-iile l de live ry re ve nue s .369This  will a dd a pproxima te ly $6 million to utility ope ra ting

ca sh flows  a nd a pproxima te ly $3 million to ne t income .370 This  a lso will provide  UNS  Ele ctric a

reasonable  opportunity to am a  re turn on BMGS.371

Although S ta ff oppos e s  the  Compa ny's  re que s te d ra te  tre a tme nt of BMGS , it ha s  not

dispute d tha t BMGS  will cos t a t le a s t $60 million, which is  the  a mount UNS  Ele ctric propose s  to

include  in ra te  base .372 Moreover, S ta ff acknowledges  tha t BMGS may be  a  good opportunity and

tha t the  a ttra ctive  purcha se  price  for the  turbine s  is  a  fa ctor in fa vor of the  pla nt.373 Inde e d, the

cos t of BMGS  is  be low wha t a  s imila r fa cility could be  built for now. The s e  two LM6000 units

a re  2003 vintage  units  tha t UEDC purchased in Octobe r 2006. The  units  have  not been used and

a re  products  tha t compare  ve ry favorably to othe r options  tha t we re  ava ilable  a t the  time .374 And

UEDC purcha s e d the s e  units  a t a  25% dis count.375 Be ca us e  UEDC would s e ll BMGS  to UNS

Electric a t cos t, UNS Electric would rea lize  the se  cos t savings . Moreove r, the  proposed ra te  ba se

a mount for BMGS  is  re a s ona bly known a nd me a s ura ble  - $60 million - for a  fa cility tha t will

se rve e xis ting cus tome rs  in a pproxima te ly 10 months , whe n it is  in comme rcia l ope ra tion. The

Company be lieves  the  benefits  of a  post-te s t-year adjus tment for BMGS are  in the  public inte res t

De s pite  the  imme dia te  ope ra tiona l a nd fina ncia l be ne fits , S ta ff re comme nds  tha t UNS

Ele ctric re ce ive  de fe rre d a ccounting tre a tme nt for BMGS  tha t will a llow UNS  Ele ctric to include

BMG S in ra te  ba s e  in its  ne xt ra te  ca s e . Howe ve r, de fe rre d a ccounting tre a tme nt would not

provide  UNS  Ele ctric with  s ufficie nt ca s h flows  to  s upport the  BMGS ' e s tima te d cos t of $60

million to  $65 mil1ion.376 Give n the  s ize  of the  BMGS  inve s tme nt re la tive  to  UNS  Ele ctric 's22
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Ex. UNSE-8 (Larson Direct) at 11.
Ex. UNSE-8 (Larson Direct) at 3.
Ex. UNSE-8 (Larson Direct) at 10, Exhibit KPL-2.
Ex. UNSE-8 (Larson Direct) at 3.
Tr. (R. Smith) at 1231-32.
Tr. (R. Smith) at 1236-37.
Ex. UNSE-14 (DeConcini Direct) at 11-14, Tr. (DeConcini) at 310.
Ex. UNSE-14 (DeConcir1i Direct) at 11.
Ex. UNSE-9 (Larson Rebuttal) at 6.
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Origina l Cos t Ra te  Ba s e  ("OCRB") of $141 million, a nd the  looming ma turity of a ll $60 million of

the  Compa ny's  outs ta nding long-te rm de bt in Augus t 2008, the  only re a lis tic  option is  to re que s t a

pos t-te s t-ye a r a djus tme nt to ra te  ba s e  a nd corre s ponding ra te  re cla s s ifica tion.377

S ta ff a ls o a cknowle dge s  tha t de fe ns ing the  inclus ion of BMGS  in ra te  ba s e  could incre a s e

the  c os t o f the  p la n t onc e  it is  a c tua lly p la c e d  in  ra te  ba s e .378 S ince  the  non-fue l re ve nue

re qu ire me n t fo r BMGS  is  a pp roxima te ly $10  million  pe r ye a r,  the  c os t o f BMGS  fo r ra te  ba s e

purpos e s  would incre a s e  a pproxima te ly $10 million pe r ye a r for e a ch ye a r inclus ion is  de fe rre d.379

The re fore , the  ba la nce  of cos t de fe rra ls  would be  quite  la rge  by die  time  a  ra te  ca s e  could be  file d

a nd a c te d on by the  Commis s ion.380 By c on tra s t,  UNS  E le c tric 's  p ropos e d  ra te  tre a tme n t o f

BMGS  is  de s igne d s o tha t cus tome rs  do not ha ve  to pa y la rge  de fe rra l ba la nce s  in future  ye a rs .381

The  ra te  re cla s s ifica tion initia lly would be  re ve nue  ne utra l to cus tome rs .382 Howe ve r, due  to ca s h

flo w c o n c e rn s ,  th e  u s e  o f d e fe rre d  a c c o u n tin g  wo u ld  g ive  th e  Co m p a n y n o  c h o ic e  b u t to  file

a nothe r ra te  ca s e  s hortly a fte r this  proce e ding is  conclude d.383

The  ra te  ma king  tre a tme nt o f BMGS  ne e ds  to  be  de te rmine d  in  th is  ca s e . UNS  Ele c tric

ne e ds  to a cquire  e ne rgy re s ource s  we ll be fore  the  P inna cle  We s t contra ct e xpire s  on Ma y31, 2008.

To a cquire  BMGS , the  Compa ny ne e ds  the  ca s h flow tha t its  propos a l provide s . Widiout it, UNS

E le c tric  s imp ly c a nno t a c qu ire  BMGS . UNS  E le c tric  is  a  s ma ll c ompa ny with  lim ite d  fina nc ia l

re s ource s , a nd the  Compa ny ne e ds  a dditiona l ca s h flow to provide :

le nde rs  with re a s ona ble  a s s ura nce  of re pa yme nt,

UNS  Ele c tric  with  a  re a s ona ble  a s s ura nce  tha t it will me e t the  minimum fina nc ia l

ra tios  conta ine d in the  Compa ny's  cre dit a gre e me nts , a nd
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Ex. UNSE-9 (Larson Rebutta l) a t 6.
Tr. (R. Smith) a t 1235-36.
Ex. UNSE-9 (Larson Rebutta l) a t 7.
Ex. UNSE-9 (Larson Rebutta l) a t 7.
Ex. UNSE-9 (Larson Rebutta l) a t 7.
Ex. UNSE-8 (Lars on Direct) a t 6.
Ex. UNSE-9 (Larson Rebutta l) a t 7.
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UNS  Ele ctric  with a n opportunity to e a rn a  re a s ona ble  re turn on inve s te d e quity

capital. 384

Without the  re que s te d ra te  ba s e  tre a tme nt, no ma te ria l cha nge  in ope ra ting ca s h flow

occurs  e ve n though a t le a s t $60 million of de bt a nd e quity ca pita l would be  a dde d.385 The

Company's  te s t-yea r capita liza tion would increas e  by approxima te ly 50 pe rcent. 386 In s hort, UNS

Ele c tric  like ly ca nnot a ttra c t the  ca pita l ne e de d to  fina nce  BMGS  a bs e nt s ome  ce rta in ty of

recove ry. "UNS Electric cannot wa it until 2010 for ra te  recovery on a  project this  s ize ."388

RUCO's  oppos ition to UNS  Ele ctric 's  propos e d ra te  ba s e  tre a tme nt of BMGS  re lie s  on

ge ne ra l ra te  ma king principle s  tha t s imply do not fit the  unique  a nd e xtra ordina ry circums ta nce s

tha t the  Compa ny fa ce s . Ge ne ra l ra te ma king principle s  s hould not unde rcut a  propos a l tha t will

ultima te ly provide  s ubs tantia l ope ra tiona l and financia l bene fits  to UNS Electric and its  cus tomers .

More ove r, mos t of RUCO's  ra te ma king principle s  a re  e ffe ctive ly me t by the  Compa ny's  BMGS

proposal.389

14 B. Fin a n c in g  Ap p ro va l fo r  BMGS .

15

16

17

18

19

20

In connection with the  propos a l to acquire  BMGS, UNS Electric reques ts  authority to is s ue

up to $40 million of ne w de bt s e curitie s , a nd to re ce ive  up to $40 million of a dditiona l e quity

contributions  from UniS ource  Ene rgy - for a  tota l of $80 million in ne w fina ncing a uthority. UNS

Ele ctric will ne e d s ome  fle xibility to de te rmine  the  be s t mix of de bt a nd e quity.390The  Compa ny

may is s ue  long-te rm debt, or s hort- to inte rmedia te -te rm debt with authoriza tion to re finance  when

ma rke t conditions  be come  more  fa vora ble , a nd wa nts  this  fle xibility to ta ke  a dva nta ge  of ma rke t

conditions .39121

22

23

24

25

26

27

384

385

386

387

388

389

390

391

Ex. UNSE-8 (Larson Direct) at 7.
Ex. UNSE-8 (Larson Direct) at 10.
Ex. UNSE-8 (Larson Direct) at 7.
Ex. UNSE-8 (Larson Direct) at 6-8.
Ex. UNSE-8 (Larson Direct) at 8.
Ex. UNSE-9 (Larson Rebuttal) at 10-12.
Ex. UNSE-8 (Larson Direct) at 15.
Ex. UNSE-8 (Larson Direct) at 15-17.
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

The  de bt is s ua nce  re que s te d he re  would be  in a ddition to a ny inde bte dne s s  a pplie d for in

Docke t Nos . E -04204A-06-0493  e t.  a l.  a nd  a pprove d  in  De c is ion  No. 69395  (Ma rch  22 , 2007),

a nd a ny long-te nn de bt is s ua nce  would be  with a  ma turity from five  to  thirty ye a rs  a t a  fixe d ra te

of in te re s t - e ithe r is s ue d  in  public  ma rke ts  o r in  p riva te  p la ce me nt.392 UNS  E le c tric  is  a ls o

re q u e s tin g  p e n n is s io n  to  e n te r in to  s e c u rity a g re e m e n ts  g ra n tin g  lie n s  o n  s o m e  o r a ll o f its

prope rtie s . The  de bt ma y be  s e cure d  by the  BMGS  a s s e ts  o r by a  mortga ge  lie n  on  a ll o f UNS

Ele c tric 's  p rope rtie s ,  inc lud ing  p rope rtie s  a c qu ire d  a fte r the  da te  the  lie n  is  g ra n te d .393  UNS

Ele c tric  wou ld  is s ue  a ny s hort- o r in te rme d ia te -te rm de b t with  a  ma tu rity o f one  month  to  five

ye a rs , with a  Fixe d or va ria ble  ra te  of inte re s t. The  de bt could be  s e cure d or uns e cure d. If s e cure d,

the  s e curity would be  s a me  a s  for the  long-te rm de br."4

The  Compa ny a ls o  s e e ks  a uthority to  re ce ive  up  to  $40 million  in  a dditiona l e quity ove r

a nd a bove  a ny contributions  tha t could othe rwis e  be  ma de  unde r Commis s ion rule s  a nd orde rs .

This  e quity would e na ble  for UNS  Ele ctric  to purcha s e  BMGS  a nd a llow the  Compa ny to ma inta in

a  ba la nce d ca pita l s tructure .395Without this  fina ncing a uthority, the  Compa ny ca nnot fina nce  the

purcha s e  of BMGS .

S ta ff re comme nds  a pprova l of the  re que s te d  fina nc ing  a uthority. In  conne c tion  with  the

a pprova l, S ta ff re comme nds  tha t a ny f`uture  re fina ncing of s hort- to inte nne dia te -te rm de bt is s ue d

unde r th is  docke t be  communica te d to  S ta ff within  60 da ys  of the  c los ing of the  tra ns a c tion.396

S ta ff furthe r re comme nds  tha t UNS  Ele c tric  de mons tra te  tha t it me e ts  minimum DS C a nd TIER

ra tios  e qua l to or gre a te r tha n 1.0 a t the  time  of e a ch de bt is s ua nce .397 The  Compa ny cons e nts  to

S ta tle r's  re c omme nda tions  re ga rd ing  the  re que s te d  fina nc ing  a u thority a nd  re que s ts  tha t the

Commis s ion gra nt the  re que s te d fina ncing a uthority.22

23

24

25

26

27

392

393

394

395

396

397

Ex. UNSE-8 (Lars on Direct) a t 16.
Ex. UNSE-8 (Lars on Direct) a t 16.
Ex. UNSE-8 (Lars on Direct) a t 16.
Ex. UNSE-8 (Lars on Direct) a t 17.
Ex. S -54 (Iggie  Direct) a t 5.
Ex. S -54 (Iggie  Direct) a t 6.
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1 VIII.

2

3

4

CONCLUSION.

UNS Electric respectfully requests that the Commission issue a final order:

(1) granting the Company the permanent rate increase sought herein,

(2) approving the new or modified rate and service schedules with an effective date no

later than February l, 2008,

approving the proposed rate design, including mandatory TOU rates for all new

residentia l and small commercial customers and for  a ll customers with over  l

(3)

(4)

(5)

megawatt in demand,

authorizing UNS Electric's depreciation rates and classifications,

approving UNS Electric's revised Rules and Regulations, including the Colnpany's

revised line extension tariff,

(6) approving UNS Elect r ic 's  proposed DSM adjustor  mechanism and proposed

resulting charge,

(7)

(8)

(9)

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

(10)

23

24

25

26

27

approving UNS Electr ic's  proposed new and enhanced low-income assistance

programs, including a new emergency bill assistance program and significantly

increased funding for low-income weatherization,

approving the requested modifications to the PPFAC effective as of June 1, 2008,

approving UNS Electric's proposed rate base adjustment and rate reclassification

with respect to the proposed acquisition of the Black Mountain Generating Station,

effective June 1, 2008,

approving UNS Electric's request to issue up to $40 million of new debt securities,

and to receive up to $40 million of addit ional equity contr ibutions from UNS

Electric's parent company, in order to finance UNS Electric's proposed acquisition

of the Black Mountain Generating Station, including:

(a) authorizing the Company to issue up to $40 million in either long-term debt

and/or short- to intermediate-term debt and allow the Company to refinance

any short- or intermediate-tenn debt into long-tenn debt when the Company

believes market conditions are favorable to do so,

8 1



(b)

(c)

(d)

(e)

(11)

a uthorizing the  Compa ny to re ce ive  a n a dditiona l a mount of e quity, up to

$ 4 0  millio n ,  in  co n n e c tio n  with  th e  p u rch a s e  o f BMG S  to  a llo w th e

Company to mainta in a  ba lanced capita l s tructure ,

a uthorizing the  Compa ny to gra nt a  lie n on s ome  or a ll of its  prope rtie s ,

including the  prope rtie s  a cquire d wide  the  proce e ds  of this  fina ncing, a nd

prope rtie s  a cquire d a fte r the  da te  of the  gra nt of the  lie n, to  s e cure  its

obliga tions  unde r the  de bt for which a uthoriza tion is  sought a nd to s e cure

a ny o the r obliga tions  of UNS  Ele ctric  e xis ting  a t the  time  s uch  lie n  is

granted which need to be  secured if such lien is  granted,

authorizing UNS Electric to engage  in transactions  and to execute  or cause

to be  e xe cute d a ny docume nts  or modifica tions  to  e xis ting tra ns a ction

documents  necessa ry to e ffectua te  the  authoriza tions  reques ted Hom UNS

Electric in connection with the  financing of the  BMGS purchase , and

a uthorizing the  e xe cution, de live ry a nd pe rforma nce  by UNS  Ele ctric of a ll

contra cts , a gre e me nts , a nd othe r ins trume nts  incide nta l to a ny or a ll of the

foregoing or othe rwise  deemed by UNS Electric to be  necessa ry, des irable ,

or appropria te  in connection with this  financing reques t, and

gra nting the  Compa ny s uch a dditiona l re lie f a s  the  Commis s ion de e ms  jus t a nd

prope r.

RES P ECTFULLY S UBMITTED this  5m da y of Nove mbe r 2007.

UNS  Ele ctri Inc .

1

2

3

4

5

6

7

8

9

10

1 1

12

13

14

15

16

17

18

19

2 0

2 1

a

B y
2 2

2 3

2 4

25

2 6

2 7

chapel W. Patten
J  s on D. Ge llma n
ROS HKA DEWULF & P ATTEN, P LC.
One  Arizona  Cente r
400 East Van Buren Stree t, Suite  800
Phoe nix, Arizona  85004
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and
1

Raymond S . Heyman
Miche lle  Live ngood
UniSource  Energy Services
One  South Church Avenue
Tucson, Arizona  85702

Attorne ys  for UNS  Ele ctric, Inc.

Original and thi11:een copies of the  foregoing
filed this  5th day of November 2007, with:

Docke t Control
Arizona  Corpora tion Commiss ion
1200 West Washington Stree t
Phoe nix, Arizona  85007

Copy of the  foregoing hand-de live red
this  5th day of November 2007, to:

Cha irma n Mike  Gle a son
Arizona  Corpora tion Commiss ion
1200 West Washington Stree t
P hoe nix, Arizona  85007

Commis s ione r Willia m A. Munde ll
Arizona  Corpora tion Commiss ion
1200 West Washington Stree t
P hoe nix, Arizona  85007

Commiss ione r J e ff Ha tch-Mille r
Arizona  Corpora tion Commiss ion
1200 West Washington Stree t
P hoe nix, Arizona  85007

Commiss ione r Kris te n K. Ma ye s
Arizona  Corpora tion Commiss ion
1200 West Washington Stree t
P hoe nix, Arizona  85007

Commiss ione r Gary P ie rce
Arizona  Corpora tion Commiss ion
1200 West Washington Stree t
P hoe nix, Arizona  85007

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

2 0

2 1

22

23

2 4

25

2 6

27

Teena  Wolfe , Esq.
Adminis tra tive  La w Judge
He a ring Divis ion
Arizona  Corpora tion Commiss ion
1200 West Washington Stree t
P hoe nix, Arizona  85007
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Maureen A. Scott, Esq.
Ke vin Torre y, Esq.
Le ga l Divis ion
Arizona  Corpora tion Commiss ion
1200 West Washington Stree t
P hoe nix, Arizona  85007

Ernest Johnson, Esq.
Dire ctor, Utilitie s  Divis ion
Arizona  Corpora tion Commiss ion
1200 West Washington Stree t
P hoe nix, Arizona  85007

1

2

3

4

5

6

7

8

9

1 0

Danie l Poze fsky, Esq.
Re s ide ntia l Utility Cons ume r Office
1110 West Washington, Suite  220
Phoe nix, Arizona  85007

1 1

Ma rs ha ll Ma grude r
p. o. Box 1267
Tubac, Arizona  85646

1 2

1 3

1 4

Thomas Mum aw
Deborah R. Scott
P innacle  Wes t Capita l Corpora tion
P . O. Box 53999, S ta tion 8695
Phoe nix, Az 85072

1 5

1 6

1 7

Robe rt J . Me tli
S ne ll & Wilme r LLP
One  Arizona  Cente r
400 Eas t Van Buren
P hoe nix, AZ 85004
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DOCKETED BY

,

I

IN THE MATTER OF THE APPLICATION OF
CITIZENS COMMUNICATIONS COMPANY,
ARIZONA GAS DWISION, FOR A HEARING TO
DETERMINE THE FAIR VALUE OF ITS
.PROPERTIES FOR RATEMAKING PURPOSES,
TO FIX A JUST AND REASONABLE RATE OF
RETURN THEREON, AND TO APPROVE RATE
SCHEDULES DESIGNED TO PROVIDE SUCH
RATEOF RETURN.

.IN THE MATTER OF THE JOINT APPLICATION
OF CITIZENS COMMUNICATIONS COMPANY
AND UNISOURCE ENERGY CORPORATION
FOR THE APPROVAL OF THE SALE OF
CERTAIN ELECTRIC UTILITY AND GAS
UTILITY ASSETS IN ARIZONA, THE
TRANSFER OF CERTAIN CERTIFICATES OF
CONVENIENCE AND NECESSITY FROM
CITIZENS COMMUNICATIONS COMPANY TO
UNISOURCE ENERGY CORPOR.ATION, THE
APPROVAL OFTHE FINANCING FOR THE.
TRANSACT1ONS.AND OTHER RELATED
MATTERS.

I
" . t.
s \

5
4 .

F HE ARIZONA CORPO T N O MISSION
BE ORE T na m0n0mm1ss|on .

DOCKETED
1

1

2 COMMIS S IONERS

3

4

5

MARC SPITZER, Chairman
JIM IRvn~1
WILLIAM A.MUNDELL
JEFF HATCH-MILLER
MIKE GLEASON

JUL 03 2003

I
6

7

8

9

10

DOCKET no. E-01032C-00-0_51

1 1

IN THE MATTER OF THE APPLICATION OF
THE ARIZONA ELECTRIC DWISION OF
CITIZENS COMMUNICATIONS COMPANY TO
CHANGE THE CURRENT PURCHASED POWER
AND FUEL ADJUSTMENT CLAUSE RATE, TO
ESTABLISH A NEW PURCHASED POWER AND
FUEL ADJUSTMENT CLAUSE BANK, AND TO
REQUEST APPROVED GUIDELINES FOR THE
RECOVERY OF COSTS INCURRED IN
CONNECTION WITH ENERGY RISK
MANAGEMENT INITIATWES.

1 2 DOCKET no. G-01032A_02-0598

13

1 4

15 |

1 6

17 DOCKET no. E-01933A_02-0914
DOCKET no. E-01032C-02~0914
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23
OPINIOn AND ORDER
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I 25
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May 1, 2, aNd 5, 2003

Phoenix; Arizona

.Dwight D. Nodes
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DOCKET no. E-01032C-00-0751 ET AL

2

I
I

I

l
lI
I
I 3
I
I
I
I.x
I
I
I
I

5

6

IT IS FURTHER ORDERED that UniSource is authorized to create subsidiaries to own and

operate the electric and gas utility assets purchased from Citizens and, if necessary, to form an

intermediate holding company to finance and own the electric and gas subsidiaries

IT IS FURTHER 0 E Dtha¢ pursuant -to. A.R.S. §§40-301 et seq., the proposed

financing arrangements are approved, including bridge financing, bond financing, and revolving

credit financing by UniSource's electric and gas subsidiaries, and the issuance of stock by thosei

I

r

I

I

l

I

7 companies

9

10

IT IS FURTHER ORDERED that, pursuant to A.A.C. R14-2~804, TEP is authorized to loan

up to $50 million to UniSource for the sole purpose of funding the purchase of Citizens' gas aNd

electric business, subject to the terms and conditions set forth in the Settlement Agreement

IT IS FURTHER ORDERED that, pursuant to A.A.C. R14-2-803, UniSource is authorized to

12 capitalize the new electric and gas subsidiaries, subject to the terms of the Settlement Agreement

13 IT IS FURTHER ORDERED that, pursuant to. the terms of the Settlement Agreement, a

14 waiver shall be granted to Decision No. 60480, as amended by Decision No. 62103, which requires

11

15 UniSoulce to invest at least 30 percent Of the proceedsof a public stock issuance in TEP. This

16 waiver is granted for the sole purpose of allowing UniSource the ability to finance the acquisition of

17 Citizens' gasp and electric assets under the terms of the Settlement

18

19

20

21

22

23

24

25

26

27

28

IT IS FURTHER ORDERED that the fair value rate base of $142.132.013 and rate of return

of 7.49 percent arereasonable for the gas Operations of Citizens that ah to be acquired by UniSource

pursuant to the terms of the Settlement Agreement

IT IS FURTHER ORDERED that the stipulated increase in .gas operation revenues in

accordance. with the SettleMent Agreement, including the stipulated rate design and tariff

modifications related to Service line and main extension policies, are approved

IT IS FURTHER ORDERED Mat UMSomce*s" proposed operating compmy"subsidiMes

ElecCo and GasCo, shall not tile a general rate case increase for period of at least three years from

the effective date of this Decision and the rate increase resulting Nom this general rate increase

application shall not become effective prior to August'l, 2007, subject to the exceptions set forth in

the Settlement.Agreement

66028
31 DECIS ION NO
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BEFORE THE ARIZONA CORPORATION COMMISSION

DOCKET NO:
E-04204A-06-0783

IN THE MATTER OF THE APPLICATION
OF UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE
OF THE PROPERTIES OF UNS
ELECTRIC, INC. DEVOTED TO ITS
OPERATIONS THROUGHOUT THE STATE
OF ARIZONA AND REQUEST FOR
APPROVAL OF RELATED FINANCING.

)
)
>
)
)
)
)
)
)
)
)
)

At: Phoenix, Arizona

September 10, 2007Date:

Filed:

REPORTER'S TRANSCRIPT OF PROCEEDINGS

VOLUME I
(Pages 1 through 180)

IARIZONA REPORTING SERVICE, INC.
Court Reporting

Suite 502
2200 North Central Avenue

Phoenix, Arizona 85004-1481

By: MICHELE E. BALMER
Certified Reporter

Certificate No. 50489 3

IPrepared for:
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Page 57

1 books at around $300 million. We bought that for

The ratepayer was never asked2 approximately $100 million.

3 to pay for the $135 million, approximately, that was in

4 the fuel clause when we took it over, because we didn't

5 pay for that.

6 Additionally, rate base, the actual cost of the

7 physical assets serving this customer group was reduced by

8 almost $95 million. So where Citizens had $195 million,

9 approximately, of hard assets in the ground, we bought

10 that for 100, and that is what current rates are

That was the market value of those assets11 established on.

For12 at that time. Why was that the market value?

13 whatever reason, Citizens had not provided reliable

14 service, had got into difficulties with the Commission,

15 and nobody was willing to pay what Citizens had invested

16 in it.

17 Since that time, we have increased our commitment

18 in hard assets by about 70 percent. We have put another

We have not taken19 $70 million into this group of assets.

We have only put cash in, and we are20 any cash out.

Our actual construction21 continuing to invest.

22 expenditures on an annual basis going forward are between

23 35 and 50 million annually. That's just not to meet

24 growth, that's also to provide a safe, reliable delivery

25 system.

4 W > * wk »< <¢»»»a»».wL\.av n&&iwwmav\ Q 4 w L* aL*x¢*m> vo M &wwww§ MG v*aw MUM xo¢<m»~ nnwwms. hW
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Page 58

In addition, we determined that the operation and

2 maintenance expenses that were being incurred by Citizens

3 were deficient, and we have increased the operation and

4 maintenance on this facility, expenses, by about

And that takes into consideration5 20 percent a year.

6 synergies that we get which actually reduce some expenses.

7 We need an opportunity to earn a fair return on

8 these assets. As I indicated, the historical test year is

9 difficult to work with, but we all have to work with it.

10 The allocations that we make between utilities are exactly

11 in conformance with what this Commission ordered us to do

We allocate costs12 in our holding company decision.

13 between companies based on the mandates of this Commission

14 as found in the holding company.

15 We operate, in my 48 years of experience, a lean

By that I mean I don't see where we could16 operation.

It wouldn't be in the public interest17 squeeze any more.

Yet when I look at the18 for us to squeeze any more.

19 recommendations of RUCO and Staff, and, frankly, at our

20 own request, those are insufficient to maintain a highly

21 reliable, safe system.

22 If you granted everything that RUCO has

23 recommended, including their 9.3 return on equity, we

I24 would realize about a 2.5 percent return on equity.

It would be imprudent of me25 can't finance at 2.5 percent.

.> A ~».°~r* 1. s~§<M¢>zaa»szAlst'>*!as42i;'4szo,4»x¢na\lsvA>*'&<»'@¢l* i. vwnm »kw=mnunx a2.4v4ws»~xav¥&:¢4 ¢» %m £ m a & m n w 6 u m 4
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25 the facts.

23 just got 10.75 on their equity, could recommend anything

24 lower than 11.5 for UNS Electric.

20

22 knowing that another large electric utility in this state

21 knowing that we have to refinance the entire amount, and

18 this entity, a five-year debt.

17 We had to go to the insurance market to get the debt for

16

15 utility business.

13 rates being established.

19 which is about a BB rating.

14 to make an investment of shareholders' funds in the

11 return on equity, we would realize about an 8 percent

12 return on equity when we get into one full year of those

10

7

8 but I think those are the facts that have to be understood

9 in establishing rates in this state.

3

5 earn about 4.5 percent return on equity.

6 compounded by the historical test year.

2 2.5 percent.

4 with its 10 percent recommended return on equity, we would

1 as a utility manager to invest my shareholders' money at

UNS Electric does not have publicly rated debt.

And I feel like I'm swimming upstream sometimes,

I don't see how anybody, when they look at that,

And, frankly, if we got Staff's recommendation

If we got everything we requested, including 11.8

We might not like them, but those are the

That is barely sufficient for me

It was rated at NAIC-3,

To me, the facts are

That's

Page 59
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KRISTIN K. MAYES
GARY PIERCE

3

4

5

6

7

8

9

10

IN THE MATTER OF THE APPLICATION OF
UNS ELECTRIC, INC. FOR THE
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BEFORE THE ARIZONA CORPORATION COMMISSION

DOCKET NO:
E-04204A-06-0783

IN THE MATTER OF THE APPLICATION
OF UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE
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OF ARIZONA AND REQUEST FOR
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)
)
)
)
)
)
)
)
)
)
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Page 86

of that construction work in progress per new customer is

approximately what you have in your embedded cost per

customer, you should not be harmed. Your rates, whatever

you sell them, you're getting what your embedded cost was.

In this particular instance, that is not -- in

this particular company that is not true for two reasons.

First is to bring this system up to what we felt was

consistent with what was required by safe and reliable

9

10

11

12

13

14

15

16

We only

17

18

19

20

21

22

23

24

25

service, we put a bunch -- we have expended a lot of money

and are expending a lot of money to bring that system up

to what I consider standard. My standards are higher than

maybe Citizens was operating at.

The second thing, though, that aggravates it,

remember at the onset we took plant that was on Citizens'

books for $195 million and we bought it for 100.

have in rate base 100. Now, if 195 on a per customer

basis was really what it cost to supply that customer,

what we're putting in to supply those customers we're not

even getting half recovery for because we're only earning

on $100 million and not on 195.

So the circumstance where you have an entity that

you have made a significant acquisition, negative

acquisition adjustment, it cannot recover from a new

customer the costs of what it takes to supply that new

customer because the base -~ your average cost has been

Arizona Reporting Service, Inc. www.az-reporting.com
Court Reporting & Videoconferencing Center

(602) 274-9944
Phoenix, AZ



Page 87

in.

1

2

3

4

5

6

7

8

9

10

11

1 2

1 3

14

15

1 6

17

18

19

20

21

22

23

24

25

reduced significantly.

I don't know if I muddied the water on that. But

Citizens -- let's just take $200 million. That means that

the -- and let's just say we had two customers, so the

cost for each customer was 100. The cost to put another

customer in would be another 100, theoretically. But when

we bought Citizens, we reduced that 200 to 100. So now

the cost of the existing customers is 50 each. Well, if

it takes 100 to add that third customer, if we don't get

that construction in the rate base, all we're earning on

is 50, so we're deficient on that. The growth doesn't pay

for itself.

COM. MAYES: Well, that's where hook-up fees come

We'll talk about that.

THE WITNESS: No, I -- please, let me presume to

differ with you here. The current customers' costs are so

much lower than cost because of that purchase price

adjustment, it's not -- the new customer isn't adding any

more under my hypothetical than the existing -- than the

cost on the existing customer. It's the existing

customers' cost that they were absorbing was lower because

the market value of that asset was lower, not the cost.

COM. MAYES: But you paid the market value. You

entered into that transaction; correct? That was a

willful transaction on your part.

UNS Electric, Inc.
E-04204A-06-0783

/ Rates 9/10/2007
Volume I

REDACTED VERSION
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JEFF HATCH-MILLER
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GARY PIERCE

1

2

3

4

5

6

7

8

9

10

DOCKET no. E-04204A-06-0783

11

)

)

)

)

)

)

)

)

)

)

12

IN THE MATTER OF THE AP P LICATION OF
UNS ELECTRIC, INC. FOR THE
ES TABLIS HMENT OF JUS T AND
REASONABLE RATES AND CHARGES
DES IGNED TO REALIZE A REAS ONABLE
RATE OF RETURN ON THE FAIR VALUE OF
THE pRopE1<'1'1Es OF UNS ELECTRIC, INC.
DEVOTED TO ITS  OPERATIONS
THROUGHOUT THE S TATE OF ARIZONA
AND REQUEST FOR APPROVAL OF
RELATED FINANCING. >

)

13

14

15

16

17
Rejoinder Testimony of

18
Kenton C. Grant

19

20
on Beha lf of

21

22

23
UNS Electric, Inc.

24

25
August 31, 2007

26

27



1

2

3

4

5

6

7

8

negative  impact on the  Company's  financia l results  and highlights  the  need for timely and

cons tructive  ra te  re lie f I am a lso not aware  of any othe r e lectric utility tha t is  fa cing the

prospect of replacing 100% of its  power supply and refinancing 100% of its  long-term debt

securities in the  same year, a  situation now faced by UNS Electric in 2008. If UNS Electric

enjoyed healthy cash flows and an investment-grade credit rating going into this rate  case, I

could s e e  how othe r pa rtie s  might criticize  a  re que s t to include  CWIP  in ra te  ba s e .

However, in light of the Company's stra ined cash flows and speculative-grade credit ra ting,

iris  disappointing tha t both S ta ff and RUCO oppose  the  Company's  reques t to include

CVVIP in rate base.9

1 0

1 1 Q.

1 2

13

The inclusion of CWIP in rate base was recently considered and rejected by the

Commission in the most recent Arizona Public Service Company ("APS") rate case.

Can you point to any differences between the situation facing UNS Electric and that

ofAPS?1 4

1 5

1 6

Ye s . Be s ide s  the  obvious , s uch  a s  s ize  a nd  fina nc ia l whe re witha l, the re  a re  s e ve ra l ke y

diffe re nce s  tha t wa rra n t e xa m ina tion . Ba s e d  on  m y re a ding  of De c is ion  No. 69663 (J une

17 s e ve ra l fa ctors  we re  cons ide re d in

18

28, 2007) -- the  opinion and orde r in the  AP S  ra te  case

re jecting the  request for CWIP  in ra te  base .

19

20

21

22

23

Firs t, S ta ff wa s  critica l of the  re que s t be ca us e  it wa s  not pre s e nte d in AP S ' Dire ct

Testimony of APS, resulting in less  time be ing available  for discovery and analysis  of the

issue . Tha t is  not the  case  with UNS Electric, which included its  request for CWIP in ra te

base  in its  original application and Direct Testimony.

24

25

26

27

S e c ond ,  AP S  a s ke d  fo r CW IP  in  ra te  ba s e  in  o rde r to  a vo id  be ing  downgra de d  to  a

specula tive -grade  credit ra ting. UNS  Electric a lre ady ha s  a  specula tive -grade  ra ting, and is

a tte mpting to improve  its  fina ncia l condition so it ca n e ve ntua lly a chie ve  a n inve s tme nt-

4

F

A.
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COMMISSIONERS
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BARRY WONG5
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IN THE MATTER OF THE APPLICATION OF
UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE OF
THE PROPERTIES OF UNS ELECTRIC, INC.
DEVOTED TO ITS OPERATIONS
THROUGHOUT THE STATE OF ARIZONA
AND REQUEST FOR APPROVAL OF
RELATED FINANCING.

)
)
)
)
)
)
)
)
)
)13

14

15

16 Direct Tes timony of

17

18 Kenton C. Grant

19

20 on Beha lf of

21

22 UNS Electric, Inc.

23

24 December 15, 2006

25

26

27

».r



1 Q.

2

Please summarize the recommended fair rate of return, weighted average cost of

capital, cost of debt and return on common equity UNS Electric is utilizing in this

rate request.

The Company's rate request reflects an overall rate of return and weighted average cost

of capital of 9.89%. This overall rate of return is based on an 11.8% cost of common

equity capita l, an 8.22% cost of long-tenn debt and a  6.36% cost of short-term debt, with

a  ca pita l s tructure  cons is ting of 48.85% common e quity, 47.18% long-te rm de bt a nd

397% short-te rm debt. This  re fle cts  UNS Electric's  a ctua l capita l s tructure  a s  of June

30, 2006. The requested rate of return on fair value rate base is 7.84%.

1 1 . FINANCIAL CONDITION OF UNS ELECTRIC.

Please describe UNS Electric's current financial condition.

3

4  A.

5

6

7

8

9

10

12

13 Q.

14 A.

15

16

17

18

19

20

21

22

23

24

25

26

27

UNS  Ele c tric  ha s  a  mixe d fina nc ia l profile . On the  pos itive  s ide , the  Compa ny ha s  a

he a lthy mix of de bt a nd e quity ca pita l a nd a  growing s e rvice  a re a . Howe ve r, the s e

s tre ngths  a re  offs e t by we a k ope ra ting ca s h flows  a nd la rge  cons truction s pe nding ne e ds

due  to ra pid growth in UNS  Ele ctric 's  s e rvice  te rritory. This  ga p be twe e n inte rna l ca s h

flow a nd ca pita l s pe nding cre a te s  a  s ubs ta ntia l ne e d for ne w ca pita l. In  a d d itio n  to

fina ncing ca pita l e xpe nditure s  for the  Compa ny's  tra ns mis s ion a nd dis tribution s ys te m,

UNS  Ele c tric  will a ls o  ha ve  to  re fina nce  $60  million  of long-te rm note s  ma turing  in

Augus t 2008 a nd a cquire  ne w e ne rgy re s ource s  to re pla ce  the  Compa ny's  curre nt full-

re quire me nts  contra ct by J une  2008. Obvious ly, it is  critica l tha t UNS  Ele ctric  ha s  the

fina ncia l re s ource s  ne ce s s a ry to me e t the  infra s tructure  a nd e ne rgy s upply ne e ds  of its

cus tomers . UNS Electric's  reques ted ra te  increase  is  neces sary to meet those  needs .

3
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BEFORE THE ARIZONA CORPORATION COMMISSION

DOCKET NO:
E-04204A-06-0783

IN THE MATTER OF THE APPLICATION
OF UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE
OF THE PROPERTIES OF UNS
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1 A. Yes, sir.

2 Q. When was the last time that the Commission

3 approved $10 or $11 million of CWIP in rate base for any

4 utility in Arizona?

A.5 I don't know.

6 Q. How frequent has it been, the times when the

7 Commission has been or has allowed CWIP in rate base? How

8 frequent was it that the Commission was allowing CWIP in

9 rate base?

10 A. However, I believe

If you know.

I don't know with certainty.

11 the Commission was generally supportive of Arizona Public

12 Service Company when it was trying to complete the Palo

13 Verde generating station and allowed CWIP in rate base on

14 at least one occasion to support the financing and

I don't know if there were15 completion of that f facility.

16 multiple cases -- there very well could have been -- where

17 that happened.

18 Q. Do you compare the company's situation in this

19 case to the situation that APS faced back then?

20 A. There are certainly differences from the

But

21 standpoint of, you know, one large, vertically integrated

22 company building a nuclear plant and a small distribution

23 company adding distribution and transmission plant.

24 there is a financial similarity, and that is very high

25 capital expenditure levels and very weak operating cash
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1 flow, and that's exactly the situation that CWIP in rate

2 base is intended to address.

3 Q. In your direct testimony you describe a number of

4 f actors that you believe support the company's request to

5 include CWIP in rate base; correct?

6 A . Could you point me to that, please?

7 Q Sure . Page 27 through 29

8 A. That's my direct?

9 Q. Of your direct.

10 And while you're looking, I'm getting to Page 29

11 where you mention as a final f actor the negative

12 acquisition adjustment that resulted from the acquisition

13 from Citizens. You're familiar with that; correct?

14 A. Very f familiar with it. All right.

15 Q. Would you agree that the negative acquisition

16 adjustment has resulted in rates that were lower than what

17 they otherwise would have been?

18 A . By virtue of the acquisition, we reduced the

19 company's investment in the plant by approximately

20 $93 million. So to the extent that Citizens continued as

21 a stand-alone company and sought rate relief for that
8
8
§8

22 93 million, and if it were fragmented rate relief, rates 8
g

23 would have been higher than what we currently have in

24 place.

25 Q. So, in fact, they were lower than they otherwise
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1

2

3

4 A .

Q. Ha s  the  Compa ny's  fina nc ia l condition  improve d s ince  UniS ource  Ene rgy a cquire d

the  e le c tric  u tility ope ra tions  from Citize ns  Communica tions  Compa ny ("Citize ns ")

in 2003?

The  Compa ny's  fina ncia l condition ha s  improve d in ce rta in re s pe cts  but we a ke ne d in

othe r re s pe cts . On  th e  p o s itive  s id e ,  th e  C o m p a n y's  e q u ity ra tio  (e q u ity / to ta l

ca pita liza tion) ha s  improve d from 36% in Augus t of 2003 to 49% a t the  e nd of the  te s t

ye a r. This  ha s  be e n a ccomplis he d through the  re te ntion of 100% of a nnua l e a rnings  a t

UNS  Ele c tric  a nd  a dditiona l e quity contributions  of $14 million  ma de  by UniS ource

Ene rgy. The  Compa ny's  s hort-te rm liquidity wa s  a ls o s ignifica ntly e nha nce d through the

e s ta blis hme nt of a  re volving cre dit fa c ility, s ha re d with UNS  Ga s , which wa s  re ce ntly

e xpa nde d to $60 million (pe nding Commis s ion a pprova l in Docke t No. E-04204A-06-

0493). As  a me nde d, this  fa cility would a llow e ithe r UNS  Ele ctric  or UNS  Ga s  to borrow

a  ma ximum of $45  million  unde r the  fa c ility a t a ny g ive n  time . Howe ve r, s ince  the

a cquis ition wa s  comple te d, the  Compa ny's  ne t ca s h flow ha s  de cline d s ignifica ntly. The

following ta ble  highlights  the  s ome  of the  ke y fina ncia l re s ults  from 2004 a nd 2005, the

firs t two fis ca l ye a rs  following the  a cquis ition, a nd fore ca s te d fina ncia l re s ults  for 2006

and 2007:

($000s)

Net Income

2004 Actual 2005 Actual 2006 Fest. 2007 Fcst.

Return on Avg. Equity

Operating Cash Flow (a)

Capital Expenditures (b)

Net Cash Flow [(a) - (b)]

$4,338

l 1.2%

$4,994

1 l .0%

$1,720

2.5%

5

6

7

8

9

10

11

12

13

14

15

1 6

1 7

18

1 9

2 0

21

2 2

2 3

2 4

2 5

2 6

2 7

$18,558

$19,005

($447)

$20,537

$29,95 l

(539,414)

$3,882

6.8%

$10,346

$39,280

($28,934)

$1 1,733

$42,864

($31,131)

4
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UNS Electric, Inc.
Updated Financial Forecast with Company and Staff Rate Proposals

Summary of Key Financlal Indicators
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1

2

3

4

common e quity re porte d by Va lue  Line  for the  e le ctric  utility indus try ra nge d from

10.5% to l2.l% ove r the  pe riod 2003-2005. However, the  forecas ted 6.8% re turn on

common equity for UNS Electric in 2006 is  subs tantia lly be low indus try norms . In te rms

of debt leverage, the ratio of total debt to total capita l exceeded the indus try median value

at year-end 2005 but has  s ince improved due to capita l contributions  made by UniSource

Energy. In  te rms  of c a s h  flow, UNS  Ele c tric  la gge d  be h ind  the  indus try by a

cons ide rable  margin in 2005. On two ke y ca s h flow ra tios  ._ Funds  from Ope ra tions

("FFO") Inte res t Coverage  and Net Cash Flow to Capita l Expenditures  -- UNS Electric's

pe rforma nce  wa s  s ignifica ntly be low the  me dia n va lue  for a  group of 31 electric

dis tribution companies  ra ted by Fitch Ra tings  s e rvice . The  credit ra tings  for this  group

ra nge d from a  low of BB+ to a  high of A+, with a  me dia n cre dit ra ting of BBB. The

following ta ble  compa re s  the  ke y cre dit qua lity me trics  for UNS  Ele ctric (2005 a ctua l

a nd 2006 proje cte d va lue s ) with the  indus try me dia n va lue s  for e le ctric dis tribution

companies:

2005
Actual

2006
Forecast

Industry
Median

FFO Interest Coverage 3.lX 3.0X 4.3X

FFO to Total Debt 19% 16% 22%

69% 26% 86%Net Cash Flow / Capital Expenditures

Total Debt / Total Capital 57% 56% 48%

Net Cash Flow = Operating Cash Flow less Dividends Paid.

The  ga p be twe e n UNS  Ele ctric  a nd the  indus try me dia n va lue  for Ne t Ca s h Flow /

Capita l Expenditures  is  of pa rticula r concern for two reas ons . Firs t, a  ra tio of le s s  than

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

2 0

2 1

2 2

2 3

2 4

2 5

2 6

2 7

100% indica tes  a  dependence  on outs ide  capita l to fund ongoing capita l expenditures .

During 2005 and the firs t half of 2006, most of this  gap was  funded through increased

6
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1 Q.

2 A.

3

4

5

6

Are the debt obligations  of UNS Electric  rated by the major credit ra ting agencies ?

No. Credit ra tings  ass igned by Moody's , S tandard & Poor's  and Fitch were  not required

by the  le nde rs  to UNS  Ele ctric. Howe ve r, the  le nde rs  who purcha se d $60 million of

long-te rm note s  from UNS  Ele ctric in 2003 did re quire  a  ra ting from the  Na tiona l

Associa tion.of Insurance  Commiss ioners  ("NAIC"). The  ra ting ass igned to these  notes

was NAIC-3, which is  roughly equiva lent to a  specula tive-grade  credit ra ting of Ba  from

Moody's  or BB from S tanda rd & Poor's  or Fitch. This  ra ting was  one  grade  lower than

the  NAIC-2 inve s tme nt-gra de  ra ting a s s igne d to UNS  Ga s . The  prima ry fa ctor

contributing to a  lower ra ting a t UNS Electric was  the  projected gap be tween opera ting

cash flows  and capita l spending needs . As  a  re sult of this  lower ra ting, the  long-te rm

notes  issued by UNS Electric ca rry a  highe r inte res t ra te  of 7.61% and have  a  shorte r

five -yea r te rm re la tive  to the  notes  issued by UNS Gas , which ca rry an inte res t ra te  of

6.23% and have an average term of ten years.

If UNS Electric were to seek credit ratings from the major credit rating agencies,

would the Company's debt obligations be rated investment grade?

No, it is  highly unlike ly tha t UNS  Ele ctric would re ce ive  inve s tme nt gra de  cre dit ra tings

a t this  time . Although the  Compa ny ha s  a  he a lthy mix of de bt a nd e quity ca pita l, UNS

Ele ctric 's  ca s h flow a nd e a rnings  a re  both fore ca s te d to  de c line  s ignifica ntly through

2007. Until the  Compa ny re ce ive s  a de qua te  ra te  re lie f; a nd a dditiona l re s ource s  a re

procure d to me e t re ta il loa d in 2008 a nd be yond, it would be  pre ma ture  for UNS  Ele ctric

to a pproa ch the  ra ting a ge ncie s  with a n e xpe cta tion of re ce iving inve s tme nt gra de  cre dit

ra tings .

7

8

9

10

11

12

13

14

15 Q-

16

17 A.

18

19

20

21

22

23

24

25 Q.

26 A.

27

How does UNS Electric's financial condition compare with other electric utilities?

The Company's 11.0% return on average common equity in 2005 was comparable to

average returns for the industry. On a composite basis, the average annual return on

5
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1 Q.

Z A.

Are  th e  d eb t o b lig a tio n s  o f UNS  Elec tric  ra ted  b y th e  ma jo r c red it ra tin g  ag en c ie s ?

No. Cre dit ra tings  a s s igne d by Moody's , S ta nda rd & P oor's  a nd Fitch we re  not re quire d

by the  le nde rs  to  UNS  Ele c tric .  Howe ve r,  the  le nde rs  who purcha s e d  $60  m illion  of

long -te rm  no te s  from  UNS  E le c tric  in  2003  d id  re qu ire  a  ra ting  from  the  Na tiona l

As s ocia tion of Ins ura nce  Commis s ione rs  ("NAlC"). The  ra ting a s s igne d to the s e  note s

wa s  NAIC-3, which is  roughly e quiva le nt to a  spe cula tive -gra de  cre dit ra ting of Ba  from

Moody's  or BB from  S ta nda rd & P oor's  or F itch. This  ra ting wa s  one  gra de  lowe r tha n

th e  NAIC -2  in v e s tm e n t-g ra d e  ra tin g  a s s ig n e d  to  UNS  G a s . Th e  p rim a ry fa c to r

contributing to a  lowe r ra ting a t UNS  Ele ctric  wa s  the  proje cte d ga p be twe e n ope ra ting

ca s h Hows  a nd ca pita l s pe nding ne e ds . As  a  re s ult of this  lowe r ra ting, the  long-te rm

note s  is s ue d by UNS  Ele ctric  ca rry a  highe r inte re s t ra te  of 7.61% a nd ha ve  a  s horte r

five -ye a r te rm re la tive  to the  note s  is s ue d by UNS  Ga s , which ca n'y a n inte re s t ra te  of

6.23% and have  an average  te rm of ten years .

If UNS Electric were to seek credit ratings from the major credit rating agencies,

would the Company's debt obligations be rated investment grade?

No, it is  highly unlike ly tha t UNS  Ele ctric would re ce ive  inve s tme nt gra de  cre dit ra tings

a t this  time . Although the  Compa ny ha s  a  he a lthy mix of de bt a nd e quity ca pita l, UNS

Ele c tric 's  ca s h flow a nd e a rnings  a re  both fore ca s te d to  de c line  s ignifica ntly through

2007. Until the  Com pa ny re ce ive s  a de qua te  ra te  re lie f; a nd a dditiona l re s ource s  a re

procure d to me e t re ta il loa d in 2008 a nd be yond, it would be  pre ma ture  for UNS  Ele ctric

to a pproa ch the  ra ting a ge ncie s  with a n e xpe cta tion of re ce iving inve s tme nt gra de  cre dit

ra tings .

3

4

5

6

7

8

9

10

11

12

13

14

15 Q.

16

17 A.

18

19

20

21

22

23

24

25 Q.

26 A.

27

How does UNS Electric's financial condition compare with other electric utilities?

The  Com pa ny's  11.0% re turn on a ve ra ge  com m on e quity in  2005 wa s  com pa ra ble  to

ave rage  re turns  for the  industry. On a  composite  bas is , the  ave rage  annua l re turn on

5

I 1111111111
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1

2

3

ra te  re que s t, including known a nd me a sura ble  a djus tme nts  the re to, a nd the  CWIP  ba la nce

be ing reques ted in this  ca se  re flects  the  amount outs tanding a s  of tha t da te . The re  is  s imply

no me rit to Mr. S mith's  ins inua tion tha t the  Compa ny's  fina ncia l fore ca s ts  a re  be ing use d

4 somehow as a "surrogate" for a future test year. Rather, the  financia l forecas ts a re  a

5

6

necessary component to  de te rm ining  jus t a nd  re a s ona ble  ra te s  a nd  a  fa ir RO R on the

Company's  his torica l te s t yea r ra te  base .

7

8

9

10

11

12

13

14

15

16

17

18

19
r

20

21

22

Regarding the Company's use of financial forecast information to "test the  reasonableness

of the  pa rtie s ' diffe ring recommenda tions ," Mr. Smith is  absolute ly correct in making this

a ssumption. Fina ncia l fore ca s t informa tion is  inva lua ble  in de te rmining whe the r or not

CWIP  is  needed in ra te  ba se  to support a  utility's  financia l integrity. This  informa tion is

a ls o he lpful in e ns uring tha t the  a llowe d ROR a nd ove ra ll le ve l of ra te  re lie f will be

sufficient to support the  utility's  credit and access  to capita l. Mr. Smith e rrs , however, in

his insistence that financial forecast information be adjusted to reflect the rate base and cost

disallowances recommended by Staff and other parties. It is  simply unrealistic to think that

future costs will disappear just because ratemaddng adjustments are made to historical test

year costs . Additionally, the  largest difference between the  Company and Staff in terms of

revenue  requirement re la te s  to CWIP in ra te  base  and the  a llowed ROE, two items tha t

only a ffect revenues on a  going-forward basis . S ince  the  financia l forecasts  presented in

my Direct and Rebutta l Tes timonies  re flect the  bes t e s tima tes  of management, and a re

cons is te nt with the  inte rna l ope ra ting a nd ca pita l budge t outlooks  pre pa re d for the

Company, there is no basis for adj musting these forecasts as suggested by Mr. Smith.

23

24 Q. Does that conclude your response to the Surrebuttal Testimony of Mr. Smith?

25 Yes, it does.

26

27

A.

8
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Page 1248

1 his role is to develop the appropriate cost of capital

2 based on their evaluation of what the market is requiring

3 based on their analysis of similar situated utilities.

4 And Mr. Parcels has done that, and in doing that

5 he was informed of Staff's recommendation not to include

6 CWIP in rate base; Staff's recommendation to include a

7 much more liberal PPFAC that will much better match the

8 company's cost increases in fuel and purchased power with

9 the cost of recovery, which should be a tremendous cash

10 flow benefit to the company.

11 And he's also presented additional supporting

12 calculations as to what his recommendation means in terms

13 of coverage. So my understanding is that between Staff's

14 recommendation, which is based on historical test year

15 just as the company's filing was, just as all of the other

16 parties' revenue requirement related recommendations have

17 been, provides the appropriate rate change that will

18 enable the company to continue to access the financial

19 markets at reasonable cost.

20 Q. But it's fair to say that the capital markets

21 still are concerned about future financial performance;

22 correct?

A.23 That's correct.

MR. PATTEN:24 Your Honor, that's all I have.

25 ALJ WOLFE: Thank you.
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Exhibit KCG~11
Page 1 of 2

Growth Rates Experienced by Arizona Utilities

Southwest Gas Corporation

Net Plant
(S Millions) Customers

Investment per
Customer

1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006

$1,138
$1,278
$1,360
$1,459
$1,581
$1,686
$1 ,826
$2,034
$2,176
$2,338
$2,489
$2,668

985,043
1,044,506
1,104,060
1,162,831
1,224,710
1,289,104
1,348,970
1,407,286
1,467,752
1,550,509
1,645,004
1 ,745,125

$1,155
$1 ,224
$1,232
$1 ,255
$1,291
$1 ,308
$1 ,354
$1 ,445
$1 ,483
$1,507
$1,513
$1 ,529

Compound Annual
Growth Rate
(1995 2006)

8.1% 5.3% 2.6%

Absolute Growth
Over Last a Years
(2003 - 2006)

22.6% 18.9% 3.1 %

Arizona Publlc Sewlce Company

Net Plant
($ Millions) Customers

Investment per
Customer

1995
1995
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006

$4,647
$4,655
$4,678
$4,731
$4,753
$4.910
$5,059
$5,885
$6,070
$6,258
$1,525
$7,827

704,993
737,504
766,531
796,410
826,935
864,990
892.805
921 ,251
953,251
989,502

1,033,423
1 ,075,191

$6,592
$6,312
$6,103
$5,940
$5,748
$5,876
$5,666
$5,389
$6,368
$5,324
$7,282
$7,280

Compound Annual
Growth Rate
(1995 - 2006)

4.9% 3.9% 0.9%

Absolute Growth
Over Last 3 Years
(2003 - 2006)

28.9% 12.8% 14.3%



Exhibit KCG-11
Page 2 of 2

Growth Rates Experienced by Arizona Utilities

TucsonElectric Power Company

Net Plant
($ Millions) Customers

Investment per
Customer

1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006

$1,125
$1 ,117
$1 ,116
$1,114
$1,293
$1,298
$1 ,299
$1.480
$1,506
$1 ,538
$1,618
$1 ,681

302,517
310.950
316,895
324,866
334,137
342,914
350,938
359,372
367,239
375,532
384,898
392,477

$3,719
$3,592
$3,522
$3.429
$3,869
$3,786
$3,701
$4,118
$4,101
$4,096
$4.199
$4,283

Compound Annual
Growth Rate
(1995 - 2006)

3.7% 2.4% 1.3%

Absolute Growth
Over Last 3Years
(2003 - 2008)

11.6% 5.9% 4.4%

ans Electric, Inc.

2003
2004
2005
200s
2007
2008
2009

Fest.
Fest.
Fcst.

Net Plant
($ Millions)

$93
$103
$121
$157
$183
$209
$234

Customers
81,146
85,464
89,103
92,917
98,210

103,822
110,314

Investment per
Customer

$1 ,147
$1 ,210
$1 ,427
$1 ,590
$1 ,Isa
$2,013
$2,121

ConfoundAnnual
Growth Rates
2003-2006
2006-2009Fest.

19.0%
14.2%

4.6%
5.9%

13.8%
7.9%

Absolute Growth
2003-2006
2006-2009 Fit.

88.6%
49.0%

14.5%
18.7%

47.3%
25.5%
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Dec. 2009 (Forecast) $234 110,314 $2,121

% Change 2003-2006 68.6% 14.5% 47.3%

% Change 2006-2009 49.0% 18.7% 25.5%

1

2

3

4

Q- How does this growth compare with the growth experienced by other major Arizona

u tilitie s ?

It is  s ubs ta ntia lly highe r. As  m a y be  s e e n in Exhibit KCG-l 1, ove r the  pa s t thre e  ye a rs

(2003 through 2006) the  growth in ne t pla nt inve s tme nt on a  pe r-cus tome r ba s is  wa s  3.1%

for S outhwe s t Ga s  Corpora tion, 14.3% for Arizona  P ublic S e rvice  Compa ny a nd 4.4% for

Tucs on  E le c tric  P owe r Com pa ny.  Additiona lly,  UNS  E le c tric 's  ra te  of g rowth  is  e ve n

highe r tha n tha t e xpe rie nce d by its  s is te r com pa ny UNS  Ga s , Inc . ("UNS  Ga s "),  which

expe rienced growth of 19.1% in ne t plant inves tment on a  pe r-cus tomer ba s is  ove r the  pa s t

three  years .

Q- Have the major credit rating agencies commented on the impact of growth and

regulatory lag on regulated utilities?

5

6

7

8

9

10

l l

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Ye s . All of the  ma jor cre dit ra ting a ge ncie s  (Moody's , S ta nda rd & P oor's  a nd Fitch) ha ve

comme nte d on the  ne e d for time ly cos t re cove ry in ra te s  a nd the  impa ct of la rge  ca pita l

spe nding re quire me nts  on re gula te d utilitie s . For e xa mple , in Nove mbe r 2006 S ta nda rd &

P oor's  pub lis he d  a  re po rt title d  "Re gu la to ry Ru lings ,  M&A a nd  F ue l Cos t Re c ove ry

Domina te  Globa l Utilitie s  Cre dit Environme nt." In tha t re port, S ta nda rd & P oor's  ma ke s  a

spe cific re fe re nce  to the  ra te  re cognition of CWIP  a s  a  me a ns  of supporting utility cre dit

ra tings :

"Wide  fe w e xce ptions , re gula tory outcome s  ha ve  s upporte d re la tive ly
s tro n g  c re d it  c h a ra c te ris t ic s  fo r th e  u tility in d u s try. Howe ve r,
p ro s pe c tive ly,  re gu la to rs  will be  a dd re s s ing  la rge  ba s e -ra te  re lie f
re que s ts  re la te d to ne w ge ne ra ting ca pa city a dditions , e nvironm e nta l

A.

A.

16
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Dec. "009 (Forecast) $234 110,314 $2,121

06 Change 2003-2006 68.6% 14.5% 47.3%

% Change 2006-2009 49.0% 18.7% 25.5%

1

2

3

4

5

How does this growth compare with the growth experienced by other major Arizona

utilities?

It is substantially higher. As may be seen in Exhibit KCG-11, over the past three years

(2003 through 2006) the growth in net plant investment on a per-customer basis was 3.1%

for Southwest Gas Corporation, 14.3% for Arizona Public Service Company and 4.4% for

Tucson Electric Power Company. Additionally, UNS Electric's rate of growth is even

higher than that experienced by its sister company UNS Gas, Inc. ("UNS Gas"), which

experienced growth of 19.1% in net plant investment on a per-customer basis over the past

three years.

Have the major credit rating agencies commented on the impact of growth and

6 Q ,

7

8 A.

9

10

11

12

13

14

15

16 Q ,

17

18 A.

19

20

2 1

22

23

24

25

26

27

regulatory lag on regulated utilities?

Yes. All of the major credit rating agencies (Moody's, Standard & Poor's and Fitch) have

commented on the need for timely cost recovery in rates and the impact of large capital

spending requirements on regulated utilities. For example, in November 2006 Standard &

Poor's published a report titled "Regulatory Rulings, M&A and Fuel Cost Recovery

Dominate Global Utilities Credit Environment." In that report, Standard & Poor's makes a

specific reference to the rate recognition of CWIP as a means of supporting utility credit

ratings:

"With few exceptions, regulatory outcomes have supported relatively
strong credit characteristics for the utility industry. However,
prospectively, regulators will be addressing large base-rate relief
requests related to new generating capacity additions, environmental

I

1 6
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1

2

3

4

to earn the 11.8% ROE recommended in this proceeding, the level of rate  relief sought by

the  Company should enable  it to access  additiona l capita l on more  reasonable  te rms .

Additiona lly, requested changes in the  Company's  PPFAC should provide  UNS Electric

with s tability in its  ea rnings  and cash flow a fte r the  power supply contract with PWCC

expires. Considered in its  entire ty, the  Company's ra te  request appears to be  sufficient to

support the  financia l integrity of UNS Electric. However, if the  reques ted leve l of ca sh

ra te  re lie f is  ma te ria lly reduced, or if the  PPFAC mechanism does  not a llow for time ly

recovery of power supply costs, then a higher ROE would be warranted.

x . RATE BASE TREATMENT OF CONSTRUCTION WORK-IN-PROGRESS.

Q- Is it necessary to include CWIP in rate base in order to support the financial

5

6

7

8

9

30

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20

21

22

23

24

A.

inte grity of UNS  Ele ctric?

Ye s , it is . UNS  Ele ctric will continue  to be  de pe nde nt on outs ide  ca pita l for the

foreseeable  future  in order to fund system growth and capita l improvements. As reflected

in the  bottom chart on pa ge  2 of Exhibit KCG-9, the  Compa ny's  ca pita liza tion is

projected to grow by 84% over the  next four years, from $115 million a t year-end 2005 to

a n e s tima te d $212 million in 2009. This  growth ra te  will be  e ve n highe r if a dditiona l

genera ting facilities  a re  acquired by the  Company, as  discussed in the  Direct Testimony

of Micha e l J . De Concini. UNS  Ele ctric will ne e d to a ttra ct ne w outs ide  le nde rs  a nd

additiona l equity capita l in order to fund system growth and to re finance  the  Company's

existing long-term notes. For UNS Electric to a ttract this  capita l on reasonable  terms, the

Company must have an opportunity to earn a  reasonable  ra te  of re turn on its  capita l and

have a  financia l profile  comparable  to that of other firms in the  industry.

25

26

27

As re flected in the  Company's  ra te  applica tion, ra te  base  trea tment of the  $10.8 million

te s t ye a r CWIP  ba la nce  provide s  UNS  Ele ctric with a pproxima te ly $2.1 million in

additional annual revenues. Denial of this requested rate  treatment would have a  material

27
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UNS Electric, Inc.
Base Case Financial Forecast

Summary of Key Financial Indicators



Net Cash Flow as % of Capital Expenditures
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Page 2 of 4

~UNS Electric, Inc.
Base Case Financial Forecast

Summary of Key Financial Indicators



Sources of New Capital ($000s)
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Base Case Financial Forecast

Summary of Key Financial Indicators
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1 Q-

2

3 A.

4

5

6

Do  yo u  b e lieve  it is  n eces s a ry to  in c lu d e  CWIP  in  ra te  b as e  in  o rd e r to  p res e rve  th e

financia l in teg rity o f UNS Elec tric?

Ye s , I do. As  I discusse d in my Dire ct Te s timony on pa ge s  27 through 28, the  a bility of

UNS  Electric to cam a  rea sonable  ra te  of re turn on its  inves ted capita l and to gene ra te  a

he a lthy le ve l of inte rna l ca sh flow is  e s se ntia l if die  Compa ny is  to ma inta in continue d

access to capital on reasonable terms.

On pages 16 through 17 of her Direct Testimony, Ms. Diaz Cortez states that "...the

Company's growth argument is without merit as growth has a positive effect on the

Company, generating more revenue and cash flow." Do you agree with this

statement?

No, I do not. While it is true that growth does generate additional revenue, and that over

the long-run this growth will generate additional cash flow, Ms. Diaz Cortez ignores the

fact that over the short-run the Company's earnings and cash flow are adversely affected

by high customer growth. Meeting this growth requires substantial capital investment,

currently at a level far exceeding the Company's internal cash flow. This additional

investment creates additional fixed costs that UNS Electric must bear, including interest

expense, depreciation expense and property taxes. Because of these additional costs, and

the regulatory lag resulting from the use of an historical test year arid a year-long rate

review process, the Company's near-term earnings and cash flow are adversely affected by

high customer growth.

7

8 Q .

9

1 0

1 1

1 2 A.

13

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3 Q .

2 4

2 5 A.

2 6

2 7

Can you provide an example showing the financial impact of customer growth and

regulatory lag on UNS Electric?

Ye s . In orde r to e va lua te  the  fina ncia l impa ct of growth, we  e xa mine d the  growth in

customers  and ne t plant inves tment during the  yea r ending J une  30, 2007, the  12-month

period immedia te ly following the  test year ending June  30, 2006.

13

w e
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1 rejoinder testimony we really don't see capital

2 expenditures dropping off proper tionately.

3 MS. SCOTT: Your Honor, that's all I haveOkay.

4 for this witness.

5 Thank you, Mr. Grant.

You're welcome.THE WITNESS!6

ALJ WOLFE:7 Thank you. Do you have redirect for

8 this witness, Mr. Patten?

MR. PATTErn9 I do have just a couple of

10 questions.

11

REDIRECT EXAMINATION12

13

14 Q. (BY MR. PATTEN) Mr. Grant, you recall that you

15 were asked about the CWIP projects and whether or not

16 those projects were being used for new customers or

17 existing customers?

1A.18 Yes

19 Q. Have you reviewed the nature of the various

21 A.

20 projects that are part of the CWIP request here?

I looked through the list of project categories

22 that comprised the $10.8 million of test year CWIP, and

23 what I found is that at least half of it is not really

24 couldn't really be categorized as revenue producing

At least $5.6 million of that 10.8 relates to25 property.
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l substation work; it relates to transmission work; it

2 relates to betterments and replacements on our

3 distribution system; it relates to feeder ties that

4 improve reliability on the distribution system.

5 So that 5.6 million really isn't directly related

It's more backbone6 to a revenue producing customer.

7 reenforcement type work.

8 Q. And those f facilities also are used to provide

9 service to existing customers; correct?

10 A. Existing, yes.

11 »Q You were also asked some questions about

12 Exhibit S-45, which is the comparison of your cost of

13 equity analysis between UNS Gas and UNS Electric.

14 Do you have that in front of you?

Yes.A.15

u16 Q And is it f air to say that UNS Gas and UNS

17 Electric are two different companies?

A.18 While they'reThey are two different companies.

19 both in the distribution business, one distributes gas and

20 one distributes electricity.

21 Q. And the comparables that you used were different

22 in each case; correct?

Yes.A.23 I used a group of gas utilities for the

24 UNS Gas case, and a group of electric distribution

25 utilities for UNS Electric.

8
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ARIZONA CORPORATION COMMISSION'S RESPONSE TO
UNS ELECTRIC, INC.

FIRST SET OF DATA REQUESTS TO STAFF
DOCKET NO. E-04204A-06-0783

August 1, 2007

1.6 Regarding Exhibit 4 of Mr. Taylor's Engineering Report, please describe
whether Mr. Taylor believes the following projects are either presently
serving existing customers or will be serving existing customers before the
conclusion of this rate case:

a. UNSE Valencia Turbine No. 4.
b. West Golden Valley Substation.
c. Systems Integration Projects.
d. Griffith to North Havasu 230 kV line.

Further, please also describe whether Mr. Taylor believes these projects
are designed to create additional revenue or will have an impact on
maintenance and operation test-year expenses.

RESPONSE:
a. All the upgrades associated with the Valencia Turbine 4 will not be

completed until Fall of 2007 and Spring of 2008. Therefore, it is not
known whether all the existing customers of UNS Electric would be
fully served before the conclusion of this rate case.

These projects do not appear to have any impact on UNS Electric's
revenues or on maintenance and operation test-year expenses.

b.
c.
d.

Yes.
Yes.
Grif f i th to North Havasu 230 kV l ine has two components North
Havasu-Franconia, and Griff ith-Franconia. The Commission recently
approved postponing construction of the Griff ith-Franconia segment
of the line. This project is presently serving the existing customers of
UNS Electric, since UNS Electric recently signed a Network Service
Agreement with the Western Area Power Administration ("WAPA").
Under this Agreement, WAPA could prov ide del ivery of  power to
UNS Electric in the North Havasu area, which enabled the Utility to
defer construction of the Griff ith to Franconia portion of the project
until 2012.

RESPONDENT: Pram Bah]

WITNESS: Pram Ball



ARIZONA CORPORATION COMMISSION'S RESPONSE TO
UNS ELECTRIC. INC

FIRST SET OF DATA REQUESTS TO STAFF
DOCKET no. E-04204A-06-0783

August 1, 2007

Mr. Taylor mentions "extensive bus upgrades in the Valencia substation and
plans one transformer upgrade in the Fall of 2007 and further breaker
upgrades through the Spring of 2008" in his Engineering Report at Page
21. Does Mr. Taylor believe the CWIP inclusion of $1,290,669.04 includes
the description of items above, or that it only includes the work
performed through June 30, 2006?

RES P ONS E The amount of $1,290,669.04 associa ted with "extensive  bus upgrades" in the
Va le ncia  S ubs ta tion a nd the  tra ns forme r upgra de  in the  Fa ll of 2007, a nd
furthe r upgra de s  through the  S pring of 2008, a re  le gitima te ly in the  CWIP
and does not only include  the  work completed through June 30, 2006

RES P ONDENT: P ra m Ba h]

WITNE S S Pram Bahl
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CONSTRUCTION WORK IN PROGRESS CAPITAL ASSETS

BLACK MOUNTAIN GENERATING S TATION

JUNE pa, z00'/



4-1
as

.Sr
u
o

Qnu'

r -
o
o
N
rt'
>~sW
3
J..Ranor-
9m
9
4-toN
°4»
q
m

é;a
85
iS

m

3
*n

H.

HE
go b | I

v-
8 4

o 1 8
Gs fa
-_ F)1-
D

n m

.4
.

8=

2888.¢"""=': l l¢*l3'ua,L.
-'88 £I

éno
11
ll
D

ran
3-=s''IO
-QQ
g o
N

m "4 i
48 8
{Bt** l

QWQ¢m1-n,,,.al~n3"l

*'~|--
9 9
5 3'-,*1

, J
481
noN
1
m
as
lo
N E

EXHIBIT 4

:
2*
2
E
Eo
o
c
2
2

§3§8§31
3252§8.
§§§3§S;;§ .a

o
e
o
o
as

=83.
28
£3
'38
.e

m l
"EI Q
no1-
n

n_N

U
D

`5

o
2\.
<

2
80
2.
e
o.
3
.2>a
m
1;

's=g3a¥
3888859

' e - , ,"gt5§3*=§

g :3
¥§§§§
ng:

i884§:
§ 9
833888
. 9

:Q

23§°3.,.8:1:::84_30

.1854
,898
3338
88888;

2381:
_,Q, a

"lr-
, n o

c 4
-.*I-» 4nu vo n.
cmu <z 9,5
D 441

83388

if



1

25



8]

BEFORE THE ARIZONA CORPORATION COMMISSIONI

2

3

4

5

6

7

8

9

COMMISSIONERS
MIKE GLEASON .. CHAIRMAN
WILLIAM A. MUNDELL
JEFF HATCH-MILLER
KRISTIN K. MAYES
GARY PIERCE

1 0

1 2

IN THE MATTER OF THE APPLICATION OF
UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE OF
THE PROPERTIES OF UNS ELECTRIC, INC.
DEVOTED TO ITS OPERATIONS
THROUGHOUT THE STATE OF ARIZONA
AND REQUEST FOR APPROVAL OF
RELATED FINANCING.

) DOCKET NO. G-04204A-06-783
)
)
)
)
)
)
)
)
)
)

13

14

15
Rebuttal Testimony of

1 6

Kenton C. Grant
1 7

1 8

on Behalf of
1 9

20

2 1
UNS  Ele ctric, Inc.

22

23
August 14, 2007

24

25

26

27



1 that cannot be ignored when evaluating the need for timely and adequate rate relief

2

Q. In excluding CWIP from rate base, Ms. Diaz Cortez made a $10.8 million downward

adjustment to rate base. Did she make a corresponding adjustment to rate base to

reduce customer advances"

No. At the end of the test year, the portion of customer advances payable by UNS Electric

related to the $10.8 million CWIP balance was $1.9 million. Since the iiull balance of

customer advances was deducted from rate base in the Company's rate filing, Ms. Diaz

Cortez should have adjusted the balance of customer advances by this amount. By denying

CWIP in rate base, and not adjusting the balance of customer advances, RUCO is

substituting "cost free" customer advances for $1.9 million of debt and equity capital

supplied by the Company for plant in-service at the end of the test year. The end result of

RUCO's rate base calculation is to penalize UNS Electric for having an ongoing

construction program that is partially financed with customer advances.

Q. Did Ms . Dia z Corte z a ddre s s  the  Compa ny's  a lte rna tive  proposa l for a  pos t-te s t ye a r

a djus tme nt to ra te base?

No, I did not find any re fe rence  to tha t proposa l in he r Direct Tes timony. It is  like ly tha t

he r views on pos t-te s t yea r plant adjus tments  a re  s imila r to the  views she  expressed on

CWIP in ra te  base . However, it should be  noted tha t as  of June  30, 2007, $8.7 million of

the  te s t ye a r ba la nce  of CWIP  ha d a lre a dy be e n clos e d to pla nt in s e rvice  a nd wa s

providing service  to UNS Electric customers.

Q.

A.

Does that conclude your rebuttal to Ms. Diaz Cortez's Direct Testimony?

3

4

5

6

7

8

9

1 0

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Yes, it does.

1 9

we

A.

A.



UNS  Ele ctric for ca rrying a  ba la nce  of CWIP  a t the  e nd of the  te s t ye a r.1

2

3

4

Q- Did Mr. Smith consider the Company's alternative request for including post-test

ye a r plant additions  in ra te base?

Yes , he  did. Howeve r, he  did not have  any additiona l rea sons  to offe r for re jecting this

ra te ma king a lte rna tive , which would provide  ra te  ba se  tre a tme nt for the  $8.7 million of

test-year CWIP that has already been place into service.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Q- Assuming the Company were allowed to put the test year balance of CWIP in rate

base, does Mr. Smith agree with your recommendation to continue accruing AFUDC

on all new construction projects?

No, he  does  not. Unfortuna te ly, he  be lieves  tha t doing so would be  improper and would

"...give  UNS Electric both a  cash re turn on CWIP through its  inclusion in ra te  base  and an

AFUDC re turn," as  he  notes  in his  Direct Testimony on page  17 a t lines  8 through 10. He

goe s  on to s ta te  tha t "If CWIP  we re  to be  a llowe d in ra te  ba se , which the  S ta ff is  not

recommending in this case , then AFUDC accruals on the  amount of CWIP included in ra te

base must cease." While  UNS Electric agrees that it would be improper after new rates are

implemented to continue  accruing AFUDC on specific projects  tha t (i) we re  included in

the test year balance of CWIP and (ii) are  still classified as CWIP at the  time new rates are

implemented, Mr. Smith is  advoca ting something entire ly diffe rent. Ins tead, Mr. Smith is

advocating that the amount of test year CWIP a llowed in ra te  base  (e .g., $10.8 million per

the  Compa ny's  re que s t) be  de ducte d from a ll future  CWIP  ba la nce s  in ca lcula ting

AFUDC, e ve n if the  te s t ye a r CWIP  proje cts  ha ve  long s ince  be e n close d to pla nt in-

se rvice . As  pointed out in my Direct Tes timony, this  would be  unfa ir to a  Company such

as UNS Electric that has many short-lived construction projects in its  CWIP balance a t any

give n time . S ince  the  FERC a ccounting guide line s  on CWIP  a nd AP UDC a ccounting

were  intended to address  the  inequity associa ted with earning both a  cash re turn and an

A.

A.

35
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1

2

comparing it to post test year plant; correct?

A. Right.

3

4

A.5

6

7

8 A.

9

service.

10

11

12

13

14

15

16

Q. So you would clearly agree that CWIP includes

plant not yet in service?

By definition.

Q. And CWIP does not distinguish between plant in

service from plant not yet in service; correct?

Well, the test year balance of CWIP of

10.8 million represented a construction investment that we

made in projects that had not yet been closed to plant in

As of just June 30, 2007, we had already closed

to plant in service 8.7 million of that, and that's the

post test year amount I believe you're referring to.

Q- So is it your testimony that at this point all of

that CWIP is actually in service?

As of June 30, 8.7 million of that 10.8 million

17

A.

is in service.

And when do you expect the 10.8 million to be inQ.

service?

The 2.1 million

18

19

20 A.

21

22

23

Q.

A.

24

25

You mean the balance of it?

that's remaining?

Right, yes.

Probably get closed to plant in service sometime

over the next year or two. It just depends on what

particular projects are in that balance.

UNS Electric / Rates
E-04204A-06-0783

9/20/2007
Vol. VI

s

Arizona Reporting Service, Inc. www.az-reporting.com
Court Reporting & Videoconferencing Center

(602) 274-9944
Phoenix, AZ
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Ne t P la nt

(S  Millions ) Customers

Investment per

Customer

Dec. 2003 $93 81,146 $1,147

Dec. 2004 $103 85,464 $1,210

Dec. 2005 $127 89,103 $1,427

Dec. 2006 $157 92,917 $1,690

Dec. 2007 (Forecast) $183 98,210 $1,863

Dec. 2008 (Forecast) $209 103,822 $2,013

1 early 2008, over a year and a hal f  beyond the test year that ended June 30, 2006. Due to

2

3

4

t h e  p a s s a g e  o f t im e ,  h ig h  c u s to m e r  g ro wth  a n d  in c re a s in g  p la n t  in ve s tm e n t  o n  a  p e r -

c u s to m e r b a s is ,  th e  c u m u la t ive  a n n u a l re ve n u e  d e fic ie n c y a t  UNS  E le c tr ic  is  q u ite  la rg e .

S inc e  the  ra te s  c u rre n tly c ha rge d  by UNS  Ele c tric  a re  ba s e d  on  c os ts  fo r a  te s t ye a r e nd ing

Ma rc h  3 1 ,  1 9 9 5 ,  t h e r e  is  a n  o b v io u s  n e e d  fo r  a d e q u a t e  a n d  t im e ly  r a t e  r e lie f a t  UNS

E le c tr ic .

Will the impact of growth and regulatory lag be as pronounced in future years?

5

6

7

8 Q .

9 A.

10

11

12

13

14

15

16

17

18

19

2 0

2 1

2 2

23

2 4

25

2 6

2 7

Hopefu l l y  not . Al though customer growth and plant  investment  are expected to remain

h i gh  over  t he next  sever a l  yea r s ,  t he gap  bet ween  t he Com pany 's  em bedded  p l an t

investment and incremental plant investment on a per-customer basis should narrow over

t ime.  As may be seen in the table below,  plant  investment  on a per-customer basis has

increased by 47% over the past three years. Over the next  three years,  this measure of

plant  investment  is expected to increase by a lower,  yet  st i l l  very high amount ,  of  26%.

This table is simi lar to the one provided on page 22 of my Direct Testimony, but has been

updated to ref lect  actual  resul ts for  2006 and has been expanded to include forecasted

informat ion for 2009.

15
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1

2

3

4

5

6

to earn the 11.8% ROE recommended in this proceeding, the level of rate  relief sought by

the  Company should enable  it to access  additiona l capita l on more  reasonable  te rms .

Additiona lly, requested changes in the  Company's  PPFAC should provide  UNS Electric

with s tability in its  ea rnings  and cash flow a fte r the  power supply contract with PWCC

expires. Considered in its  entire ty, the  Company's ra te  request appears to be sufficient to

supponthe  financia l integrity of UNS Electric. Howeve r, if the  reques ted leve l of ca sh

ra te  re lie f is  ma te ria lly reduced, or if the  PPFAC mechanism does  not a llow for time ly

recovery of power supply costs, then a higher ROE would be warranted.

x. RATE BAS E TREATMENT OF CONS TRUCTION WORK-IN-P ROGRES S .

Q. Is it necessary to include CWIP in rate base in order to support the financial

7

8

9

10

13

14

15

16

17

18

1 9

20

2 1

22

23

24

25

26

27

integrity of UNS Elec tric?

Ye s , it is . UNS  Ele ctric will continue  to be  de pe nde nt on outs ide  ca pita l for the

foreseeable  future  in order to fund system growth and capita l improvements. As reflected

in the  bottom cha rt on pa ge  2 of Exhibit KCG-9, the  Compa ny's  ca pita liza tion is

projected to grow by 84% over the  next four years, from $115 million a t year-end 2005 to

a n e s tima te d $212 million in 2009. This  growth ra te  will be  e ve n highe r if a dditiona l

genera ting facilities  are  acquired by the  Company, as  discussed in the  Direct Testimony

of Micha e l J . De Concini. UNS  Ele ctric will ne e d to a ttra ct ne w outs ide  le nde rs  a nd

additiona l equity capita l in order to fund system growth and to re finance  the  Company's

existing long-term notes. For UNS Electric to a ttract this  capita l on reasonable  terms, the

Company must have an opportunity to earn a  reasonable  ra te  of re turn on its  capita l and

have a  financia l profile  comparable  to that of other firms in the  industry.

As re flected in the  Company's  ra te  applica tion, ra te  base  trea tment of the  $10.8 million

te s t ye a r CWIP  ba la nce  provide s  UNS  Ele ctric with a pproxima te ly $2.1 million in

additional annual revenues. Denial of this requested rate  treatment would have a  material

A.

27
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1 Q. What standard would you recommend using to determine whether or not CWIP

should be allowed in rate base"2

3

4

5

6

7

8

I re comme nd a pplying a  fina ncia l inte grity te s t. If the  ca s h flow a nd e a rnings  be ne fit

a s socia te d with CWIP  in ra te  ba se  is  ne e de d to pre se rve  the  fina ncia l inte grity of the

utility, the n it is  cle a rly in the  public inte re s t to include  CWIP  in ra te  ba s e . Fina ncia l

integrity, or the  ability to a ttract capita l on reasonable  te rms, is  a  fundamenta l concept in

utility re gula tion. As  de scribe d in the  Hope  and Bluqfe ld decis ions , financia l integrity is

one of the fundamental goals of rate regulation.

9

1 0

11

1 2

1 3

1 4

1 5

1 6
2

1 7

1 8

1 9

20

2 1

The  s tanda rd I propose  is  s imila r to tha t in othe r jurisdictions . For ins tance , the  Florida

P ublic S e rvice s  Commis s ion a llowe d $158,761,000 of CWIP  in ra te  ba s e  for Ta mpa

Electric Company in 1982 because  "our overriding concern is  to provide  the  utility with an

opportunity to a chie ve  a nd ma inta in a de qua te  fina ncia l inte grity" s o tha t TEC could

mainta in its  AA bond ra ting.l More  recently, the  Federa l Energy Regula tory Commiss ion

("FERC") has  recognized tha t including a  s ignificant percentage  of CWIP in ra te  base  for

Northe a s t Utilitie s  S e rvice  Compa ny a nd Bos ton Edison Compa ny3 improve s  utilitie s

cash flow in a  less  costly manner. Likewise , Virginia  seems to have  employed a  s tandard

that commonly a llows CWIP in ra te  base .4 In Texas, CWIP has been a llowed in ra te  base

on a  number of occasions  based on a  considera tion of the  utility's  financia l integrity. In a

case  in which I testified as a  staff witness on this subject, the  Texas PUC allowed CWIP in

ra te  base  in order to support the  financia l integrity of Texas Utilities  Electric Company.

22

23

24

25

26

27

I 49 P.U.R. 547 (Fl.P.S.C. I 982).
2 l 14 FERC 61,089 (2006).
3 109 FERC 61,300 (2004).
4 See In re Appalachian Power Company, 2007 WL 1616129 (2007).

10

A.
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Page 1141

A.1 Thank you.

2 »Q The commissions in other jurisdictions have

3 awarded CWIP to companies engaged in large construction

4 and building of new f abilities; correct?

A.5 Well, yes. It's my experience those are long

6 construction period assets, yes, like nuclear power

7 plants.

And in some cases the commission saw that the8 Q.

9 inclusion of CWIP in rate base was important for those

10 companies to have access to the financial markets;

11 correct?

A.12 In those long-term assets, yes.

13 Q. And to reduce the risk in the long run for large

14 construction projects?

A.15 Again, for the long run, yes.

16 Q. And that would include power plant construction

17 or transmission and distribution facilities?

18 A. More power plant than the latter.

19 But T&D facilities have been included; correct?Q.

20 A. Probably as an at terthought, but yes.

21 AndQ.

A.22 It's generation that drives it.

And commissions have awarded CWIP because23 Q.

24 additional cash flow can better insure financial health;

25 correct?



1 A. Well, I wouldn't put it that way.

Page 1142

In some cases,

2 the company couldn't continue in operations without the

3 CWIP because of the long lead time of the nuclear power

4 plant.

5 1Q Well, we're not just talking about nuclear power

6 plants.

7 A. Or a big coal plant either.

8 Q. And we're not just talking about power plants in

9 general. We're talking about when commissions have

10 allowed CWIP to protect a company's financial integrity;

11 right?

12 A. Yes. But again, as I thought you and I were

13 agreeing to, it's usually these long~term assets that had

14 driven the need for CWIP.

15 Q. And when we talk about financial integrity, we're

16 including aspects like cash flow; correct?

17 A. Among others, yes.

18 Q. And access to capital on reasonable terms?

19 A. Yes, capital structure as well.

20 Q. And sometimes industry-wide issues?

21 A. Maybe, but usually it's company specific.

22 0. Well, such as the example or the exhibit that

23 Mr. Grant provided in his rejoinder testimony regarding

24 the special comment that was issued August of 2007?

25 A. Yes, I saw that.

K
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S urre butta l Te s tim ony of Ra lph C. S m ith
Do c ke t No .  E -0 4 2 0 4 A-0 6 -0 7 8 3
P a ge  9

l

2

3

4

Basically, these are  not new arguments for inclusion of CWIP in rate  base, but rather are  a

restatement of the Company's original request that CWIP be included in rate  base in order

to mainta in the  Company's  financia l integrity, to mitiga te  regula tory lag, to fund its  rapid

growth and to extend the period between rate cases.

5

6 Q-

7

Mr. Grant's Rebuttal Testimony cites two Arizona Supreme Court cases in the 1970s

that discussed the inclusion of CWIP in rate base. Has he demonstrated that the

8 facts and circumstances of UNS Electric in the current case are similar to the

9 specifics addressed in those cases?

10 A. No .

11

12 Q.

13

14

At page 10 of his Rebuttal Testimony, Mr. Grant recommends applying a "financial

integrity test" which would determine whether CWIP should be included in rate base

or not. Has UNS Electric demonstrated that including CWIP in rate base is

15

16

17

necessary in order to preserve its financial integrity?

I don't believe so. UNS Electric is experiencing rapid growth in customers, but it is not in

financial distress. Staff witness David Parcell describes in his Direct and Surrebuttal

18

19

20

2 1

22

23

24

25

26

A.

Te s tim ony how S ta ffs  re com m e nda tions  conce rn ing  cos t o f ca p ita l s hou ld  pe rm it UNS

Ele c tric  to  ra is e  ca p ita l on  re a s ona b le  te rm s .  At pa ge  27  o f h is  Re bu tta l Te s tim ony,  a t

line s  8-12, Mr. Gra nt a gre e s  with  Mr. P a rce ll's  conclus ion tha t CWIP  is  not ne ce s s a ry for

UNS  Ele c tric  to  a ttra c t c a p ita l,  a nd  c onc e de s  tha t: "ove r the  s ho rt-te rm ,  a s s um ing  no

s ignifica nt cha nge s  occur in  the  ca pita l m a rke ts ,  tha t UNS  Ele ctric  could proba bly a ttra c t

a dd itiona l ca p ita l without ha ving  CWIP  in  ra te  ba s e ." S ta ff witne s s  Ale xa nde r Igg ie  ha s

re c o m m e n d e d  in  h is  Dire c t  Te s t im o n y th a t  th e  C o m m is s io n  a p p ro ve  th e  C o m p a n y's

re que s t for fina nc ing .  S ta ff ha s  a ls o  re com m e nde d a doption  of a  P P FAC m e cha nis m  for

UNS  Ele c tric  tha t inc lude s  a  fo rwa rd -Ioo ldng  com pone n t,  wh ich ,  p ros pe c tive ly,  s hou ld



S urre butta l Te s tim ony of Ra lph C. S m ith
Doc ke t No .  E-04204A-06-0783
P a ge  12

1 Q-

2

How does Staff view the "burden of proof' UNS Electric would have to meet in order

to have CWIP included in rate base?

3

4

5

6

As I noted in my Direct Tes timony, the  burden of proof is  on UNS  Electric to prove  its

revenue requirement. Where  the  Commission has a  very well-established policy, such as

the exclusion of CWIP from rate  base , UNS Electric bears the  burden to demonstra te  that

it is  different in significantly important respects than the  comparable  circumstances in the

7 other utility rate cases over the past decades where CWIP was excluded from rate base. In

8 other words, UNS Electric must show how it is different from the normal circumstances of

9

10

a  regula ted Arizona  public utility where  CWIP  has been excluded from ra te  base . In the

current case, UNS Electric has failed to do this.

11

12

1 3

1 4

15

16

17

18

1 9

20

2 1

22

23

24

25

A.

In this  ca s e , UNS  Ele ctric ,  S ta ff a nd RUCO ha ve  a ll a cknowle dge d tha t the  Com m is s ion 's

po lic y a nd  p ra c tic e  ha s  be e n  t.o  e xc lude  CW IP  from  ra te  ba s e . My Dire c t  Te s t im o n y

pre s e nte d a  num be r of re a s ons  why CWIP  ha s  be e n e xclude d from  ra te  ba s e , which a pply

to  CWIP  in  ge ne ra l a s  we ll a s  to  UNS  Ele c tric  in  the  curre n t ca s e .  Mr.  G ra n t's  Re butta l

Te s tim ony a t pa ge  34 doe s  not re fute  the s e  re a s ons .  In  fa c t,  he  indica te s  tha t two of the

re a s o n s  a re  o b vio u s :  (1 )  th a t C WIP in  r a t e  b a s e  is  n o t  n o r m a lly  a llo we d  b y  t h e

Com m is s ion ,  a nd  (2 ) tha t p ro je c ts  inc lude d  in  the  te s t ye a r CWIP  ba la nce  we re  no t in

s e rvice  a s  of the  te s t ye a r.  He  ha s  a ls o  fa ile d to  de m ons tra te  tha t pos t-te s t ye a r re ve nue

incre a s e s  a nd e xpe ns e  re ductions  e na ble d by the  CWIP  ha ve  be e n prope rly ide ntifie d a nd

qua n tifie d  by the  Com pa ny a nd  us e d  a s  a n  o ffs e t to  the  re ve nue  re qu ire m e nt im pa c t o f

inc lud ing  CWIP  in  ra te  ba s e .  Cons e que ntly,  the  Com pa ny's  p ropos a l fa ils  the  m a tch ing

princ iple .  Nor ha s  Mr.  Gra nt de m ons tra te d  tha t UNS  Ele c tric  is  in  fina ncia l d is tre s s ,  tha t

it ca nnot continue  to  a ttra c t ca pita l a t fa vora ble  te rm s  if CWIP  continue s  to  be  e xc lude d

from  ra te  ba s e ,  o r tha t UNS  Ele c tric  is  funda m e nta lly d iffe re n t in  te rm s  of its  cus tom e r
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P a ge  13

1

2

growth and regula tory lag s itua tion than the  other major utilitie s  in Arizona  which do not

have CWIP included in rate base.

3

4 Q-

5

Based on your review of the reasons presented by UNS Electric in its Direct and

Rebuttal Testimony and other factors, should CWIP be included in rate base in the

6 current case?

7 A. No. In general, Staff does not favor inclusion of CWIP in rate base unless the utility

8

9

10

demonstrates compelling reasons to justify this exceptional ratemaking treatment. For the

following reasons, Staff does not support UNS Electric' request for rate base inclusion of

CWIP in the current case:

11

12

13

14

15

16

1) Inclusion of CWIP  in ra te  base  is  an exception to the  Commission's  normal practice ,

a nd UNS  Ele ctric ha s  not me t its  burde n of proof showing why it re quire s  such a n

e xce ptiona l ra te ma king tre a tme nt. UNS  Ele ctric ha s  not de mons tra te d tha t it is  in

financia l distress, or tha t it would be  unable  to obta in financing a t a  reasonable  cost if

the  normal practice  of excluding CWIP from ra te  base  is followed in the  current case .

S ta ff witness  David P a rce ll addresse s  how S ta ffs  recommenda tions  should enable

17

18

UNS Electric to continue to have access to financing at a reasonable cost. Mr. Parcel]

also addresses the determination of a fair rate of return that would allow UNS Electric

19 to attract new capital on reasonable terns.

20 re comme nda tions , Mr. P a rce l] ha s  be e n ma de

In  m a k in g  h is  c o s t  o f  c a p i t a l

a w a r e  o f  a n d  h a s  t a k e n  in t o

2 1

22

cons ide ra tion UNS  Ele ctric ' propos a l to  inc lude  CWIP  in ra te  ba s e  a nd S ta ffs

recommendation that CWIP not be included in rate base in this case.

23

24 2) The CWIP was not in service at the end of the test year. As of June 30, 2006, the

25 construction projects were not serving customers.
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1

2

3

4

5

6

7

8

negative  impact on the  Company's  financia l results  and highlights  the  need for timely and

cons tructive  ra te  re lie f. I am a lso not aware  of any othe r e lectric utility tha t is  facing the

prospect of replacing 100% of its  power supply and refinancing 100% of its  long-term debt

securities in the  same year, a  situation now faced by UNS Electric in 2008. If UNS Electric

enjoyed healthy cash flows and an investment-grade credit rating going into this rate  case, I

could s e e  how othe r pa rtie s  might criticize  a  re que s t to include  CWIP  in ra te  ba s e .

However, in light of the  Company's stra ined cash flows and speculative-grade credit ra ting,

it is  disappointing tha t both S ta ff and RUCO oppose  the  Company's  reques t to include

CWIP in rate base.9

10

11 Q.

12

13

The inclusion of CWIP in rate base was recently considered and rejected by the

Commission in the most recent Arizona Public Service Company ("APS") rate case.

Can you point to any differences between the situation facing UNS Electric and that

of APS?1 4

15

1 6

1 7

Ye s . Be s ide s  the  obvious , s uch a s  s ize  a nd fina ncia l whe re witha l, the re  a re  s e ve ra l ke y

diffe re nce s  tha t wa rra nt e xa mina tion. Ba se d on my re a ding of De cis ion No. 69663 (J une

28, 2007) - the  opinion a nd orde r in the  AP S  ra te  ca se  - se ve ra l fa ctors  we re  cons ide re d in

re jecting the  request for CWIP  in ra te  base .18

1 9

20

21

22

23

F irs t,  S ta ff wa s  c ritic a l o f the  re que s t be c a us e  it  wa s  no t p re s e n te d  in  AP S ' Dire c t

Te s timony of AP S , re sulting in le s s  time  be ing a va ila ble  for discove ry a nd a na lys is  of the

is sue . Tha t is  not the  ca se  with UNS  Ele ctric, which include d its  re que s t for CWIP  in ra te

ba se  in its  origina l a pplica tion a nd Dire ct Te s timony.

24

25

26

27

S e cond, AP S  a s ke d for CWIP  in ra te  ba s e  in orde r to a void be ing downgra de d to a

speculative-grade credit ra ting. UNS Electric a lready has a  speculative-grade rating, and is

a ttempting to improve  its  financia l condition so it can eventua lly achieve  an inves tment-

A.

4
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1 Q-

2

3

4

Do  yo u  b e lie ve  it  is  n e c e s s a ry to  in c lu d e  CWIP  in  ra te  b a s e  in  o rd e r to  p re s e rve  th e

fin a n c ia l in te g rity o f UNS  Ele c tric ?

Ye s , I do. As  I dis cus s e d in m y Dire ct Te s tim ony on pa ge s  27 through 28, the  a bility of

UNS  Ele ctric to e a rn a  re a sona ble  ra te  of re turn on its  inve s te d ca pita l a nd to ge ne ra te  a

he a lthy le ve l of inte rna l ca s h flow is  e s s e ntia l if the  Com pa ny is  to  m a inta in continue d

access to capita l on reasonable  te rms.

Q- On pages 16 through 17 of her Direct Testimony, Ms. Diaz Cortez states that "...the

Company's growth argument is without merit as growth has a positive effect on the

Company, generating more revenue and cash flow." Do you agree with this

statement?

No, I do not. While it is true that growth does generate additional revenue, and that over

the long-run this growth will generate additional cash flow, Ms. Diaz Cortez ignores the

fact that over the short-run the Company's earnings and cash flow are adversely affected

by high customer growth. Meeting this growth requires substantial capital investment,

currently at a level far exceeding the Company's internal cash flow. This additional

investment creates additional fixed costs that UNS Electric must bear, including interest

expense, depreciation expense and property taxes. Because of these additional costs, and

the regulatory lag resulting from the use of an historical test year and a year-long rate

review process, the Company's near-term earnings and cash flow are adversely affected by

high customer growth.

5

6

7

8

9

10

12 A.

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Q. Can you provide an example showing the financial impact of customer growth and

re g u la to ry la g on UNS  Ele c tric?

Yes. In  orde r to  e va lua te  the  fina nc ia l im pa c t of growth ,  we  e xa m ine d  the  growlh  in

cus tome rs  a nd ne t pla nt inve s tme nt during the  ye a r e nding J une  30, 2007, the  12-month

pe riod imme dia te ly following the  te s t ye a r e nding J une  30, 2006.

A.

A.

13
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1 Q.

2

What standard would you recommend using to determine whether or not CWIP

should be allowed in rate base?

3

4

5

6

7

8

I re comme nd a pplying a  fina ncia l inte grity te s t. If the  ca s h flow a nd e a rnings  be ne fit

a s socia te d with CWIP  in ra te  ba se  is  ne e de d to pre se rve  the  fina ncia l inte grity of the

utility, the n it is  cle a rly in the  public inte re s t to include  CWIP  in ra te  ba s e . Fina ncia l

integrity, or the  ability to a ttract capita l on reasonable  te rms, is  a  fundamenta l concept in

utility re gula tion. As  de scribe d in the Hope and Blue field decis ions , financia l integrity is

one of the fundamental goals of rate regulation.

9

1 0

11

1 2

13

1 4

1 5

1 6

1 7

1 8

1 9

20

2 1

The  s tanda rd I propose  is  s imila r to tha t in othe r jurisdictions . For ins tance , the  Florida

P ublic S e rvice s  Commis s ion a llowe d $158,761,000 of CWIP  in ra te  ba s e  for Ta mpa

Electric Company in 1982 because  "our overriding concern is  to provide  the  utility with an

opportunity to a chie ve  a nd ma inta in a de qua te  fina ncia l inte grity" s o tha t TEC could

mainta in its  AA bond ra ting' More  recently, the  Fede ra l Ene rgy Regula tory Commiss ion

("FERC") has recognized tha t including a  s ignificant percentage  of CWIP in ra te  base  for

Northe a s t Utilitie s  Se rvice  Compa nyz a nd Bos ton Edison Compa ny3 improve s  utilitie s

cash flow in a  less  costly manner. Likewise , Virginia  seems to have  employed a  s tandard

that commonly a llows CWIP in ra te  base .4 In Texas, CWIP has been a llowed in ra te  base

on a  number of occasions  based on a  considera tion of the  utility's  financia l integrity. In a

case  in which I testified as a  staff witness on this subject, the  Texas PUC allowed CWIP in

ra te  base  in order to support the  financia l integrity of Texas Utilities  Electric Company.

22

23

24

25

26

27

I 49 P.U.R. 547 (F1.P_S.C. 1982).
21 14 FERC 61,089 (2006).
3 109 FERC 61,300 (2004).
4 See In re Appalachian Power Company, 2007 WL 1616129 (2007).

10
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1 Q.

2

Even if the Commission were to require a finding of "extraordinary circumstance" in

order to allow CWIP in rate base, would UNS Electric meet such a standard?

3

4

5

6

7

8

9

1 0

Yes, I be lieve  it would. As  I discussed on page  22 of my Direct Tes timony, it will be  ve ry

difficult, if not imposs ible , for the  Compa ny to a m its  a uthorize d ra te  of re turn ove r the

ne xt s e ve ra l ye a rs . This  is  due  prima rily to the  high ra te  of cus tome r growth in UNS

Electric's  se rvice  te rritory and the  wide  gap be tween the  Company's  embedded cos t of

plant and incrementa l cos t of plant on a  pe r-cus tomer bas is . Additiona lly, this  growth is

ca us ing UNS  Ele ctric to ra ise large sums  of additiona l capita l to fund necessa ry plant

inves tments . The  combina tion of these  factors , in my opinion, cons titute s  extraordina ry

circumstances that justify CWIP in rate  base.

11

1 2

13

1 4

1 5

1 6

1 7

1 8

19

20

Other jurisdictions employing extraordinary circumstances s tandards have  a llowed CWIP

in ra te  base  when needed to protect a  utility's  financia l integrity. For example , The  New

York Public Service  Commiss ion notes  in its  Generic Proceeding investiga ting financing

pla ns  for s ta te  ga s  a nd e le ctric compa nie s  tha t whe n ne ce s sa ry to improve  a  utility's

financia l integrity and interest coverage levels , including CWIP in ra te  base  is  appropria te ,

a long with othe r me a s ure s .5 The  Ne va da  P ublic S e rvice  Commis s ion ("Ne va da

Commis s ion"), in 1991, a pprove d CWIP  in ra te  ba s e  for 90% of two Ne va da  P owe r

genera tion units  - because  to do so will ensure  "a  hea lthy utility to serve  the  ever growing

needs of Southern Nevada."6 UNS Electric's  service area is a lso fast growing and it needs

CWIP in rate base to best serve those areas.21

22

23

24

25

More  re ce ntly, on J a nua ry 31, 2003, the  S outh Ca rolina  P ublic S e rvice  Commis s ion

("SCPSC") a llowed CWIP in ra te  base  for South Carolina  Electric and Gas  Company.7

The  SCPSC expla ined tha t doing so "will improve  the  qua lity of the  utility's  ea rnings  and

26

27
5 49 p.u.R.4"' 329 (n.y.p.s .c. 1982).
6 132 p.U.R.4"' 416 (1991).
7 225 p.U.R.4"' 440 (2003).
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1

2

3

4

s e nd a  cons tructive  me s s a ge  to inve s tors ," a nd "will a s s is t the  Compa ny in ma inta ining

a cce s s  to ca pita l on re a s ona ble  te rms  during a  pe riod whe n the  Compa ny will be  ra is ing

subs ta ntia l ca pita l in na tiona l ma rke ts ." The  S CP S C a wa rde d a  re turn on common e quity

e q u a lin g  1 2 .4 5 %  in  th a t c a s e .  O n  J u ly 1 7 ,  2 0 0 7 ,  th e  Ne v a d a  C o m m is s io n  a llo we d

$68,147,000 of CWIP  for the  "Ha rry Alle n to Me a d Tra ns mis s ion Line  ("HAM Line ")" for

NP C, conc lud ing  tha t do ing  s o  "will le a d  to  a n  im prove d  fina nc ia l s itua tion  fo r NP C,

wh ic h  c a n  le a d  to  lo we r b o rro win g  c o s ts  to  th e  b e n e fit  o f [its ] c u s to m e rs ,  th e re b y

ba la ncing the  inte re s ts  of ra te pa ye rs  a nd NP C". The  Ne va da  Commis s ion found a  re turn

of e quity for NP C be twe e n 10.25% a nd 10.97% to be  re a s ona ble .8 Fina lly, the  Ma ryla nd

P ub lic  S e rv ic e  Com m is s ion  a llowe d  CW IP  in  ra te  ba s e  fo r P o tom a c  E le c tric  P owe r

Com pa ny s ta ting  tha t doing  s o  for ce rta in  cons truc tion  pro je c ts  re duce s  the  ne e d for

cons truction-drive n ra te  proce e dings The  Com m is s ion  a wa rde d  a  10 .00% re tu rn  on

e quity.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

2 1

2 2

23

2 4

25

2 6

2 7

Q. On page 16 of her Direct Testimony, Ms. Diaz Cortez characterizes the Company's

financial integrity argument as being "without merit." Did Ms. Diaz Cortez offer any

financial analysis to support this conclusion?

No, she did not. Although she makes reference to the financial integrity of "Arizona

utilities" in general, and cites the positive effects of growth and regulatory lag on UNS

Electric, she provides no analysis of the Company's financial performance on either an

actual or forecasted basis, and provides no quantitative support for her statements

regarding regulatory lag and growth.

8 2007 WL 2171450 (2007).
9 2007 WL 2159658 (2007).
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APPLICATION OF MASSANUTTEN PUBLIC SERVICE CORPORATION
PUE200300335

Virginia State Corporation Commission
June 7, 2005

ORDER

For an Annual Informational Filing

On July 29, 2003, counsel for Massanutten Public Service Corporation
("Massanutten" or the "Company") filed a letter with the State Corporation
Commission ("Commission") requesting an extension of time to file its Annual
Informational Filing ("AIF") for the test period ending December 31, 2002. The
Commission granted Massanutten' s motion by Order dated July 31, 2003. On October
17, 2003, Massanutten filed its initial AIF, and the Staff subsequently determined
that the 2002 AIF was complete and in accordance with the provisions of the
Commission' s Rules Governing Utility Rate Applications and Annual Informational
Filings, 20 VAC 5-200-30 et seq. ("Rate Case Rules").

The Staff filed its Staff Report on October 15, 2004. In its Report, Staff
recommended that: the Company should record the net acquisition adjustment approved
by the Commission in Case No. PUE-l987-00038 and continue the approved amortization
through 2018; the Company should continue to maintain accurate property records for
water and sewer facilities; the depreciation and amortization of plant and
contributions should continue at the 2% composite rate, and that the Company may
complete a depreciation study if it believes a different depreciation rate is
appropriate; the Company should not book state income tax because this liability
does not exist; the Company should book availability revenues to Account 469 -
Guaranteed Revenues, in accordance with the Uniform System of Accounts ("USOA") for
Class A Water Utilities; the Company should eliminate all Allowance for Funds Used
During Construction ("AFUDC") from its books and cease further accrual of AFUDC;
the Company should file for Commission approval of any and all affiliates services
provided to Massanutten in the performance of its public service obligation no
later than December 31, 2004; the Company should conform to the Annual Requirements
for investor owned utilities to file an annual financing plan no later than January
31 of each year; the Company should continue to provide capital structure
information based on Utilities, Inc. , financial statements, including back-up cost
details for short and long-term debt: and, until such time that the Commission
prescribes an appropriate return on equity for Massanutten, the Company should
display the return of the most recently granted return on equity for a water and/or
sewer utility by the Commission.

On February 7, 2005, Massanutten filed its response to the recommendations made by
the Staff in its Report. Although Massanutten agreed with the majority of the
Staff's recommendations, it took exception to the depreciation rate for plant and
contributions, and to the suggestion that the Company should eliminate AFUDC from
its books and should cease further accrual of AFUDC. Massanutten also filed
separately a document setting forth its reasoning supporting the use of AFUDC.
Additionally, regarding Staff's recommendation that the Company should file for
approval of any and all affiliate transactions no later than December 31, 2004,
Massanutten noted that it had filed for Commission approval of affiliate
transactions in Case No. PUB-2005-00005. We note that on April 21, 2005, we granted

© 2007 Thomson/West. No Claim to Orig. U.S. Govt. Works.
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Massanutten' s request to withdraw its affiliate application in Case No. PUE-2005-
00005. We will now require Massanutten to file a new affiliate application within
45 days of this Order.

now, UPON CONSIDERATION of the applicable statutes, the record, and the pleadings
filed herein, the Commission is of the opinion and finds that the Staff's
recommendations and refinements regarding Massanutten ' s AIF should be adopted as
discussed below.

In its response to the Staff's Report, Massanutten purports to "choose" a 3%
composite rate for all depreciable assets. The Company includes no documentation to
support the use of a 3% composite rate. As Staff pointed out in its report, if
Masssanutten seeks a change in the 2% composite rate used in prior cases before the
Commission, it should file a study to support the depreciation rates it believes
appropriate with the divisions of Energy Regulation and Public Utility Accounting.
We cannot find in this case that a 3% composite rate is reasonable.

Also in its response, Massanutten takes issue with Staff's recommendation to
eliminate AFUDC from its books, and cease further accrual of AFUDC. Massanutten
argues that allowing AFUDC "ensures full recovery of the Company's cost of
financing the ongoing project that ultimately benefits ratepayers. " As Staff
correctly notes in its report, however, the Commission has not allowed the use of
AFUDC since the early 1980s, favoring instead the use of Construction Work in
Progress ("CWIP"). Including CWIP in rate base provides Massanutten an opportunity
to earn a return on the investments it makes in water and sewer facilities( We do
not find that the record before us supports a departure from this long standing
policy.

Additionally, we find that the Company should file a new
pursuant to Chapter 4 of Title 56 of the Code of Virginia within forty-five (45)
days of the date of this Order.

a f f i l i a t e  app l i c a t ion

Accordingly, IT IS ORDERED THAT :

(1) Consistent with the findings made herein, the recommendations and refinements
to Massanutten' s cost of service set forth in the October 15. 2004. Staff Report
are hereby adopted.

(2) Massanutten shall file a new affiliate application pursuant to Chapter 4 of
Title 56 of the Code of Virginia within forty-five (45) days of the date of this
Order, or July 22, 2005.

(3) There being nothing further to be done in this proceeding, this case shall be
dismissed from the Commission's docket of active proceedings, and the papers filed
herein shall be placed in the Commission's files for ended causes.

AN ATTESTED COPY hereof shall be sent by the Clerk of the Commission to: Donald G.
Owens, Esquire, Troutman Sanders LLP, P.O. Box 1122, Richmond, Virginia 23218-1122;
and the Commission's Office of General Counsel and Divisions of Energy Regulation,
Economics and Finance, and Public Utility Accounting.

END OF DOCUMENT

© 2007 Thomson/West. No Claim to Orig. U.S. Govt. Works.
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Re Appalachian Power Company
Case No. PUE-2006-00065

Virginia State Corporation Commission
May 15, 2007

BY THE COMMISSION:

FINAL ORDER

*1 On May 4, 2006, Appalachian Power Company ('Appalachian, ' 'APCo, ' or
'Company') filed with the State Corporation Commission ( 'Commission') an
application, pursuant to § 56-582 C of the Code of Virginia ( 'Code' ) and the
Commission' s Rules Governing Utility Rate Increase Applications and Annual
Informational Filings, 20 VAC 5-200-30, for an increase in electric rates.
Appalachian requests an annual increase in base revenues of $225.8 million and
proposes a $27.3 million credit to its fuel factor, resulting in an overall
increase of $198.5 million in charges to its customers.

On May 30, 2006, the Commission issued an Order for Notice and Hearing and
Suspending Rates that directed the Company to provide public notice of its
application, established a procedural schedule, and assigned this matter to a
Hearing Examiner to conduct further proceedings. The Commission suspended
Appalachian's proposed rate increase for a period of 150 days from the date the
application was filed, the maximum period permitted under § 56-238 of the Code.
a result, the Company's proposed rates, charges, and terms and conditions of
service were permitted by law to take effect for service rendered on and after
October 2, 2006, on an interim basis subject to refund with interest.

As

The Commission's Staff ( 'Staff' ) and the following parties participated in this
proceeding pursuant to the Commission's Rules of Practice and Procedure and the
aforementioned Order for Notice and Hearing and Suspending Rates: The Kroger Co.
('Kroger' ) ; Old Dominion Committee for Fair Utility Rates ( 'Old Dominion
Committee' ) ; VML/VACO APCo Steering Committee ( 'Steering Committee ' ) ; Wal-Mart
Stores East, LP ('Wat-Mart' ) ; Steel Dynamics, Inc. -- Roanoke Bar Division ('Steel
Dynamics' ) ; Michel King, pro se; and Office of the Attorney General, Division of
Consumer Counsel ('Consumer Counsel').

Public hearings were held in this matter on November 7 and December 6-13, 2006.
The following counsel appeared at one or more of the hearings: Anthony Gambardella,
Esquire, Charles E. Bayless, Esquire, Guy T. Tripp, 111, Esquire, and Jason T.
Jacoby, Esquire, on behalf of APCo; Kurt J. Boehm, Esquire, on behalf of Kroger;
Edward L. Petrini, Esquire, on behalf of the Old Dominion Committee; Howard w.
Dobbins, Esquire, and Robert D. Perrow, Esquire, on behalf of the Steering
Committee; Kristine E. Nelson, Esquire, and Scott DeBroff, Esquire, on behalf of
Wal-Mart; Damon E. Xenopoulos, Esquire, and Shaun c. Mohler, Esquire, on behalf of
Steel Dynamics; Michel King, pro se; c. Meade Browder, Jr. , Esquire, Ashley c.
Beuttel, Esquire, and D. Mathias Roussy, Jr. , Esquire, on behalf of Consumer
Counsel; and William H. Chambliss, Esquire, Arlen K. Bolstad, Esquire, and
Katharine A. Hart, Esquire, on behalf of the Commission's Staff. Eight public

© 2007 Thomson/West. No Claim to Orig. U.S. Govt. Works.
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special rates ... to individual customers or classes of customers where it finds
such measures are in the public interest .... In determining costs of service, the
Commission may use the test year method of estimating revenue needs, but shall not
consider any adjustments or expenses that are speculative or cannot be predicted
with reasonable certainty. In any Commission order establishing a fair and
reasonable rate of return for an investor-owned ...electric public utility, the
Commission shall set forth the findings of fact and conclusions of law upon which
such order is based. [FN5]

*4 Our discussion herein will follow the structure set forth in the Hearing
Examiner's Report. We will first address revenue requirement, and then cost
allocation and rate design. Finally, we will rule on Appalachian's new arguments,
presented for the first time in its comments on the Hearing Examiner's Report,
that: (1) this proceeding must conform to recently enacted changes in Virginia law;
and (2) APCo' s customers should wait a minimum of six months before receiving any
of the refunds required by this Final Order.

Revenue Requirement

The Hearing Examiner separated the revenue requirement issues into four
categories: (1) adjustment cut-off date; (2) OSS margins; (3) cost of capital; and
(4) other revenue requirement issues. The Company approximated the revenue
requirement impact, as to the differences between itself and Staff, of these issues
as follows: (1) adjustment cut-off date -- $71.8 million; (2) OSS margins -- $79.6
million; (3) cost of capital -- $26.9 million; and (4) other revenue requirement
issues -~ $7.5 million. [FN6]

Adjustment Cut-OfF Date

As noted above, the applicable Virginia statute states that the revenue
requirement determination herein is 'subject to ...adjustments for known future
increases in costs as the Commission may deem reasonable' and that '[i]n
determining costs of service, the Commission ...shall not consider any adjustments
or expenses that are speculative or cannot be predicted with reasonable certainty.
[FN7] In addition, the Company states that the Commission's 'instructions for
Schedule 17 [of APCo's application] provide [as follows]'

v

'Each adjustment shall be numbered sequentially and listed under the appropriate
description category (Operating Revenues, Interest Expense, Common Equity Capital,
etc. ) . Ratemaking adjustments shall reflect no more than the initial rate year
level of revenues, expenses, rate base and capital .... Detailed workpapers
substantiating each adjustment shall be provided in Schedule 21. ' [FN8]

The test year [FN9] in this case, as chosen by APCo, is calendar year 2005. The
rate year [FN10] is October 2006 through September 2007. The Staff, Consumer
Counsel, the Old Dominion Committee, and the Steering Committee updated the test
year based on actual data through June 30, 2006. In contrast, the Company explains
that it 'updated some, but not all, costs through the end of [the] 'rate year' in
accordance with Schedule 17 of the Commission's Rate Case Rules [and] introduced
detailed evidence of certain actual costs incurred after June 30, 2006 and through
September 30, 2006, as well as firm commitments to incur further costs through
September 30, 2007. | [FNl1]

The Hearing Examiner found 'that revenue requirements in this case should be based
upon audited results through June 30, 2006, as proposed by Staff, Consumer Counsel,
the Old Dominion Committee, and the Steering Committee. ' [E'Nl2] The Hearing
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UNS ELECTRIC, INC.
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August 1, 2007

1.23 Please describe any rate cases in which Mr. Smith has recommended that
CWIP be included in rate base. Please provide any and all portions of
pre-tiled testimony in any jurisdiction where M r ; Smith has
recommended CWIP be included in rate base.

RESPONSE : Mr. Smith has not compiled a comprehensive list, and to do so would be
unreasonably burdensome and oppressive. Howev er ,  i n general ,  i f  a
regulatory commission has stated a clear precedent for inclusion of CWIP in
rate base, Mr. Smith would tend to follow such commission precedent unless
there was a clear and compelling reason not to. As one illustrative example of
where Mr. Smith included CWIP in rate base, based on his understanding of
commission precedent in that jurisdiction, was Appalachian Power Company,
Case No. PUE-2006-00065, before the Virginia State Corporation
Commission.

RES P ONDENT: Ralph Smith

WITNESS : Ralph Smith
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clearly be an unreasonable result. The accruals to date reflect plant consumption
in earlier years that has actually occurred. OPC' s amortization proposal would
simply saddle future ratepayers with an even larger burden. Therefore, the
Commission will not adopt Mr. King's amortization proposal. Finally, while the
Commission will not adopt Mr. King's proposal to label the removal cost reserve a
"regulatory liability, " the Commission directs Pep co to continue to segregate
removal costs from plant-only depreciation expenses.

Our findings regarding depreciation result in an increase in rate base of
$15,492,000 and a $20,254,000 [FN10] increase in net operating income.

E'Nl0. $90,331,000 (Pepco's "per books" depreciation expense) minus $56,636,000
(Dunker depreciation expense calculation (wwo-8) ) equals $30,695,000. This del ta,
when adjusted for taxes, equals the adjustment to net operating income.

v. RATE BASE

Rate base constitutes the investment of the Company in plant and other material
used and useful in providing service, on which it is legally entitled the
opportunity to recover a reasonable return. For purposes of determining just and
reasonable rates that will result from this proceeding, all parties have utilized
the test year of the 12 months ended September 30, 2006, which period includes
updated figures of the most recent results of actual operations presented by the
Company. Accordingly, this test year will be accepted for purposes of reviewing the
Company's rate base, revenues and expenses for determining the rates in this
proceeding.

With respect to the appropriate rate base for which rates will be determined, the
parties start with the unadjusted rate base of $876,330,000 to which uncontested
adjustments regarding Annualization of the Deductible Mixed Service Cost tax
methodology ($8,243,000) will be added, with an uncontested adjustment with respect
to Cash Working Capital ($4,591,000) then deducted.

The biggest difference between the parties with respect to rate base concerns
treatment of depreciation and depreciation methodology discussed above, and also
the Staff proposal to remove CWIP from rate base (with a corresponding adjustment
to remove the Allowance for Funds Used During Construction ("AFUDC") from operating
income) . Other contested issues with respect to rate base concern Staff's proposal
to reflect the average balance of materials and supplies in rate base rather than
the Company's proposed termination balance, and treatment of severance costs
discussed below in operating income also affects the rate base determination. In
addition, UMCP contests the Company's inclusion of pre-paid pension and other post-
employment benefit liabilities in rate base, claiming such expenses are over-funded
and do not involve solely investor funds. These contested issues will now be
discussed.

A. Construction Work in Progress ("CWIP" )

In this proceeding, staff has proposed a change from the Commission's historic and
traditional treatment of allowing electric companies to include construction costs
in rate base under the CWIP/AFUDC convention, whereby CWIP is included in rate base
but an Allowance for Funds Used During Construction ("AFUDC") is then credited to
the benefit of the ratepayers in operating income calculations. Staff witnesses
Sands and Mullinax contend that the prior policy to include CWIP is no longer
justified for electric distribution companies, and state the proposed policy to
exclude CWIP from rate base has also been adopted by the District of Columbia where
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Pep co also operates. In its final arguments in this case, Staff contends that
Maryland's policy to include CWIP with the AFUDC offset arose during a time when
electric utilities were fully integrated and spent substantial sums building
generation plants and related facilities that did not become used and useful in
providing service for long periods of time. Staff contends that crucial tests used
by the Commission in including CWIP included whether an electric utility would be
irreparably harmed by the failure to include CWIP in the rate base. However, Staff
contends that due to short duration and the relatively small size of construction
projects undertaken by an electric distribution company, there is no need to
include CWIP in rate base. Staff argues that an electric distribution company in
general does not need to shoulder the heavy construction burden that a fully
integrated utility once did, and therefore there is no reason or need to earn a
return on construction dollars where there is no danger of irreparable harm. Staff
acknowledges that if the assets under consideration will become used and useful
during the rate effective period, the Company could make such showing, and
therefore inter-generational equity is no longer a concern if construction projects
are completed quickly. Staff concludes that CWIP should now be excluded from rate
base as it represents assets that are not used and useful in providing utility
service to Maryland ratepayers. Such exclusion would remove $71.3 million from the
company's proposed rate base in this proceeding

Pep co, through witness VonSteuben, advocates continuation of CWIP in rate base
with the related AFUDC in operating income. Pep co notes the Commission has
authorized CWIP in rate base for well over half a century in setting Pepco's rates
noting that since 1948 Pep co has been authorized to include all CWIP in rate base
Pep co further notes the argument that CWIP should be excluded from rate base as it
represents property which is not used and useful in rendering service to the public
has been rejected by the Commission in prior proceedings, [FN1l] including recent
rejections of the proposed recommendation against inclusion of CWIP in a 2003
Washington Gas Light Company ("WGL") case and the 2005 Baltimore Gas and Electric
Company ("BGE") case. [FN12] In the BGE case, the Commission stated

FN11. E.g., Re Delmarva Power & Light Company, 68 Md. PSC 566, 588 (1977)

FN12. Re Wasninqton Gas Light Company, 94 Md. PSC 329, 346-347
Baltimore Gas and Electric Company, 96 Md. PSC 334, 344 (2005)

(2003): Re

the Commission' s long-standing CWIP/AFUDC policy has worked well in helping
protect companies against rate obsolescence, while promoting rate stability for
customers by the inclusion of certain construction projects which reduce the need
for construction-driven rate proceedings. It also promotes equity between current
and future rate customers as the AFUDC offset reduces the rate impact. Therefore
we decline the Staff proposal to change our long-standing policy to include CWIP in
the rate base with an AFUDC offset. 96 Md. PSC at 344

Pep co notes that Staff's argument that CWIP should no longer be included as the
Company no longer owns its generation facilities is in contradiction to the recent
affirmation in the above cases, as both the WGL and BGE gas rate cases involve
natural gas distribution companies. Pep co counters that such status as a
distribution-only utility in fact strengthens the argument for continued inclusion
of CWIP in rate base, as any concerns regarding equitable inter-generational
treatment of customers should be reduced or eliminated by the removal of long
duration generation-related construction projects from the Company's CWIP balance
In further support of its position, the Company contends that for Pep co, the vast
majority of the assets in the Company's CWIP balances are in fact in service rather
than presently under construction, in part due to the nature of shorter duration of
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distribution projects as well as the Company' s internal procedure of waiting
approximately 120 days for final vouchers related to the. construction of the
assets. In short, the Company contends there is no policy or equitable reason to
depart from the Commission' s prior policy of including CWIP in rate base, and urges
continuation of such practice in this proceeding with the AFUDC offset.

Upon consideration of the evidence and arguments of the parties, the Commission is
not convinced to abandon our long-standing practice to include CWIP in rate base
with an AFUDC offset. As we have said on other occasions, the long-standing policy
has worked well in protecting companies against rate obsolescence, while promoting
equity between current and future rate customers. We do not believe the Staff's
arguments as to the change in structure to a distribution-only company justifies a
change in this well accepted policy regarding acceptance of CWIP/AFUDC. In fact,
the status of the Company as a distribution-only entity actually strengthens the
policy underlying our CWIP treatment, as the short-term duration and smaller size
of construction justifies the inclusion in rate base. We therefore reject Staff's
proposal to remove CWIP from rate base.

B. Materials and Supplies in Rate Base

In this proceeding, the Company has included the end-of-period balance for the
materials and supplies component of rate base, as witness VonSteuben contends such
balance is more representative of the balances that will be utilized in the rate-
effective period and is also based on precedent authorizing such end-of-period
balance.

Staff recommends an adjustment to this component of rate base regarding inventory
of spare parts, as Staff proposes use of a 13-month average balance rather than the
end-of-period balance. As noted by Staff witness Mullinax, use of a 13-month
average will annualize seasonal variations and costs. Staff further notes the
Commission has used average balances, terminal balances or an imputed adjusted
balance with the key determination concerning which valuation is considered more
representative of the conditions that will prevail during the rate effective
period. In this case, Staff notes the monthly balances have ranged from a low of
approximately $37 million in December 2005 to a high of over $42 million in July
2006, while the materials and supplies dollars included in accounts payable have
also varied from less than $500,000 to over $2 million during the same period.
Staff contends such large swings represent seasonal variations which are best
accommodated by the use of a 13-month average, and the Staff proposal would reduce /
the Company's rate base by $1,257,000.

In rebuttal to Staff's proposed reduction, the Company presented testimony by Mr.
VonSteuben indicating that Pepco's materials and supplies inventory has
consistently trended upward through 2006 and early 2007, due largely to the
increasing cost of materials. The record reflects Pepco's total plant monthly
materials and supplies balance increased from approximately $36.2 million to $39.3
million between September 2005 and September 2006, and during the five months
immediately following the test year, the total plant balance only once dipped
slightly below the terminal test year level (of $39,287,307) to $39.2 million in
December 2006. Furthermore, in each of the other post-test year months, the total
Company balance exceeded the September 2006 level, with the February 2007 balance
$43.7 million. In addition, the Company contends there has been a clear and
significant upward trend in the cost of a number of items of equipment that are
critical to the Company's operation, and therefore the Company contends an end-of-
period balance should be utilized as more reflective of the rate effective period.
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distribution projects as well as the Company's internal procedure of waiting
approximately 120 days for final vouchers related to the construction of the
assets. In short, the Company contends there is no policy or equitable reason to
depart from the Commission's prior policy of including CWIP in rate base, and urges
continuation of such practice in this proceeding with the AFUDC offset.

Upon consideration of the evidence and arguments of the parties, the Commission is
not convinced to abandon our long-standing practice to include CWIP in rate base
with an AFUDC offset. As we have said on other occasions, the long-standing policy
has worked well in protecting companies against rate obsolescence, while promoting
equity between current and future rate customers. We do not believe the Staff 's
arguments as to the change in structure to a distribution-only company justifies a
change in this well accepted policy regarding acceptance of CWIP/AFUDC. In fact,
the status of the Company as a distribution-only entity actually strengthens the
policy underlying our CWIP treatment, as the short-term duration and smaller size
of construction justifies the inclusion in rate base. We therefore reject Staff's
proposal to remove CWIP from rate base.

B. Materials and Supplies in Rate Base

In this proceeding, the Company has included the end-of-period balance for the
materials and supplies component of rate base, as witness Von Steuben contends such
balance is more representative of the balances that will be utilized in the rate-
effective period and is also based on precedent authorizing such end-of-period
balance.

Staff recommends an adjustment to this component of rate base regarding inventory
of spare parts, as Staff proposes use of a l3-month average balance rather than the
end-of-period balance. As noted by Staff witness Mullinax, use of a 13-month
average will annualize seasonal variations and costs. Staff further notes the
Commission has used average balances, terminal balances or an imputed adjusted
balance with the key determination concerning which valuation is considered more
representative of the conditions that will prevail during the rate effective
period. In this case, Staff notes the monthly balances have ranged from a low of
approximately $37 million in December 2005 to a high of over $42 million in July
2006, while the materials and supplies dollars included in accounts payable have
also varied from less than $500,000 to over $2 million during the same period.
Staff contends such large swings represent seasonal variations which are best
accommodated by the use of a 13-month average, and the Staff proposal would reduce
the Company's rate base by $1,257,000.

In rebuttal to Staff's proposed reduction, the Company presented testimony by Mr.
Von Steuben indicating that Pepco's materials and supplies inventory has
consistently trended upward through 2006 and early 2007, due largely to the
increasing cost of materials. The record reflects Pepe's total plant monthly
materials and supplies balance increased from approximately $36.2 million to $39.3
million between September 2005 and September 2006, and during the five months
immediately following the test year, the total plant balance only once dipped
slightly below the terminal test year level (of $39,287,307) to $39.2 million in
December 2006. Furthermore, in each of the other post-test year months, the total
Company balance exceeded the September 2006 level, with the February 2007 balance
$43.7 million. In addition, the Company contends there has been a clear and
significant upward trend in the cost of a number of items of equipment that are
critical to the Company's operation, and therefore the Company contends an end-of-
period balance should be utilized as more reflective of the rate effective period.

© 2007 Thomson/West. No Claim to Orig. u.s. Govt. Works.



40



4
94 MD PSC 329
94 Md.p.s.c. 329, 2003 WL 23282178 (Md.P.S.C.)
(Publication page references are not available for this document.)

Page 1

Re Washington Gas Light Company
Case No. 8959

Order No. 78757

Maryland Public Service Commission
October 31, 2003

ORDER on appeal of a Proposed Order of Hearing Examiner in a natural gas rate case .
As modified, the local distribution company (LDC) is authorized to increase annual
revenues by $2.878 million. A rate of return on equity of 10.75% is approved,
translating into an overall return at 8. bi%.

Commission approves most of the LDC's requested expense and rate base allowances,
but rejects certain of the LDC's rate design proposals, including a special program
for low-income customers and an incentive or performance-based rate plan.
Commission explains that a new docket is being opened to further review low-income
assistance measures, while the LDC is free to resubmit its incentive rate plan if
modified to meet the commission's concerns.

P.U.R. Headnote and Classification

VALUATION

s193

Md. P.S.C. 2003

[MD. ] Property included in rate base -- Post-test-year plant additions -- Factors
affecting inclusion ...- Evidentiary presentation as to certainty of operation -- But
no corresponding adjustment for depreciation or property taxes -- Local gas
distribution company.

Re Washington Gas Light Company

P.U.R. Headnote and Classification

2.

EXPENSES

8126.1

Md.p.s.c. 2003

[MD.] Natural gas local distribution company ~- Costs of new plant _- Post-test-
year additions to rate base ...- But no corresponding adjustment for depreciation or
property taxes .
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Naval Air Station and valued at $l,874,000, was unopposed by the parties and was
accepted in the Proposed Order. [FN2] The balance of WGL's proposed post test-year
additions to plant, totaling approximately $21 million, were rejected. [FN3]

On appeal, WGL requests that approximately $3 million worth of distribution system
replacement plant, which the Company claims was installed and in service prior to
June 30, 2003, be reflected in the development of rate base. WGL argues that this
project meets the criteria for inclusion in rate base as set out in the Proposed
Order. Specifically, WGL argues that the project represents replacement plant that
does not generate incremental revenue (creating no mismatch between revenues and
expenses) , and also argues that the expenditures are now known and measurable
rather than estimates.

The documentary evidence to support WGL's position with respect to this $3 million
plant addition was not presented in any pre-filed testimony submitted by WGL. In
fact, WGL's putative evidence was not proffered until the final day of the hearing.
The Commission affirms the decision in the Proposed Order to exclude this evidence
since late admission would have denied the parties a fair opportunity to review the
evidence.

The Hearing Examiner allowed the filing of new evidence by WGL as late as August
l, 2003. Evidence on replacement plant put into service on June 30, 2003, could
have been submitted timely, in order to make WGL's case on this issue, while
providing an opportunity for the other parties to evaluate the evidence. Since the
record does not contain evidence upon which to determine whether the $3 million
replacement plant addition enhances the system, it must be excluded from rate base.

WGL also argues on appeal that the Proposed Order's inclusion in rate base of the
expenses associated with the three post test-year projects (Brandywine Pipeline,
Westmore City Gate Station, and Patuxent River Naval Air Station) requires
increases to depreciation [FN4] and property tax expense. OPC counters on reply
that the Proposed Order's inclusion of the three post test-year projects, without
allowance for depreciation and property tax expense, is 'more than fair to WGL,'
[FNS] since post test-year growth in depreciation on embedded plant and growth in
the balance of accumulated deferred income taxes are not recognized. While the
Commission affirms the inclusion in rate base of the three post test-year projects,
the Commission agrees with OPC and declines to include any corresponding increases
to depreciation and property tax expense.

B . Construction Work in Progress ('CWIP')

[3] Allowance for Funds Used During Construction ( 'AFUDC' ) is an accounting
convention used to offset a current return provided when Construction Work in
Progress is included in the development of rate base. Typically, AFUDC is reflected
as an adjustment to operating income. The Proposed Order includes CWIP in rate base
with an AFUDC offset of $139,000. Staff argues that the $139,000 amount provides
insufficient offset to the level of CWIP included in rate base. Having reviewed the
relevant information in the record, the Commission concurs with the development of
AFUDC as set forth in the Proposed Order. The $139,000 offset is consistent with
the level of CWIP accruing AFUDC. Staff's appeal on this issue is denied, and the
Proposed Order is affirmed.

c. Encoder, Recorder, Transmitter ( 'ERT' ) Equipment

[4] During the pre-hearing phase of this proceeding, OPC identified an error in
WGL' s filing that double-counted ERT Equipment by including this equipment in both
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winter heating payment requirements. WGL correctly realizes that augmenting
existing assistance programs is even more critical for this winter season.
Moreover, WGL's modest assistance proposal could have not only addressed the needs
of low-income citizens, but could have also generated expense savings for the
Company. Specifically, it would likely have: (1) reduced credit and collection
expenses; (2) reduced cash working capital needs; and (3) reduced bad debt levels.
Clearly, these real and tangible savings could have redounded to the benefit of all
ratepayers as well as the Company.

While the majority rejected this particular filing, I commend the majority for not
shutting the door on this effort. The Commission is requiring the Company to submit
a new proposal for our consideration by November 21, 2003. My concern, however, is
that any schedule to consider this filing will make it unlikely that a program
could be implemented before next winter -- thereby failing to address the hardship
customers will experience this winter season.

Staff's major concern about WGL's current proposal should be satisfied if WGL
structures into any new proposal an incentive mechanism similar to the one
developed in 1994 for BGE's Limited Income Customer Incentive Plan. The BGE plan
provided incentive payments to participating low-income customers who made timely
payment of the amounts due on monthly billings. This incentive mechanism was the
central consideration in Staff's recommendation back in 1994 to accept the BGE
plan. The timely payment requirement seems to be the main distinction between the
previously approved BGB plan and WGL's current proposal. A similar mechanism in any
future WGL proposal should alleviate Staff's § 4-503(b) (1) concern -- just as it
did in 1994.

9

While I am satisfied that the current proposal (as modified by the Hearing
Examiner) is conceptually sound and consistent with past Commission precedent, the
majority appropriately provides the roadmap to a program that will satisfy the
Commission' s concerns. Perhaps, some quantitative analysis of the benefits that
both the majority and I discuss would be helpful in the approval of the next
proposal. Hopefully, Staff, OPC and the Company will seize this invitation to meet
prior to WGL's November 21, 2003 filing in an effort to find consensus and
collectively design a program to address immediate needs -- remembering that the
perfect should not become the enemy of the good. Many important programs that
exist today, such as MEAP, EUSP and LIHEAP, have gone through a series of
modifications since their infancy in the constant effort to improve their outreach,
efficiency and goals. This program should be no exception. In light of natural gas
price forecasts for this winter, it is better to have a solid program in place now
that can be further refined over time than to refuse action simply because we can
not find consensus on the appropriate participation criteria or income eligibility
standards.

J. Joseph Curran, III
Commissioner

DATED: October 31, 2003

Proposed Order of Hearing.Examiner

Before: Allen m. Freifeld., Hearing Examiner

Filed: September 11, 2003

On March 31, 2003, Washington Gas Light Company (WGL or Company) filed a request
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change that reduces rate base while ignoring other changes that will increase the
rate base. The adjustment is one-sided and unbalanced in that it reflects projected
increases in the depreciation reserve while ignoring increases in plant in service.
The proposed adjustment mismatches a projected depreciation reserve balance with an
historic plant in service balance. The Staff's willingness to project future
depreciation expense as a rate base reduction while rejecting all projections of
additional plant in service is particularly unreasonable.

c. Construction Work in Progress (CWIP)

The Company's rate filing included $13, 000,000 of Construction Work in Progress in
rate base. Staff Witness Allen and People's Counsel Witness Saffron both objected to
the Company's proposal, although they proposed different resolutions of the issue .

Mr. Allen testified that an adjustment should be made excluding Construction Work
in Progress from rate base. He argued that rate base should be reduced by
$13,230,842 because CWIP is not plant which is currently used and useful. Allowing
CWIP in rate base provides a cash return on the plant rather than the accrual of
interest charges through the Allowance for Funds Used During Construction (AFUDC).
Mr. Allen noted that the Commission has traditionally included CWIP in rate base
only with an AFUDC offset. The Company has not demonstrated that a current return
on CWIP must be provided in order to maintain the Company's financial health.
Moreover, the carrying costs associated with CWIP should be capitalized and
recovered over the life of the plant after it enters service. Mr. Allen noted that
the inclusion of CWIP in rate base benefits future generations of ratepayers at the
expense of current ratepayers.

Mr. Effron proposed an adjustment increasing test year AFUDC by $156, 000 as an
offset to the CWIP which the Company has included in rate base. The witness noted
that AFUDC reflects accrual of carrying charges on CWIP during the construction
phase, before the plant enters service. Mr. E f fron noted that test year results
should be adjusted to reflect accrual of AFUDC at the Company's AFUDC rate, the
cost of short-term debt.

In rebuttal testimony, the Company indicated that it accepts Mr. Saffron's proposed
rate treatment.

As the name indicates, the construction work in progress account reflects plant
under construction that is not currently in service. As a general rule, regulation
either excludes CWIP from rate base or includes it in rate base with an AFUDC
offset. [FN8] Utilities incur carrying charges during the construction period and
these carrying charges must be recovered. A regulatory convention has grown up
which addresses the issue. An Allowance for Funds Used During Construction is
accrued during the construction period and is added to the cost of construction.
Thus, carrying charges during the construction period are capitalized and are then
charged to customers during the life of the plant.

The rate-making treatment proposed by People's Counsel Witness E f fron will be
accepted. CWIP will be reflected in rate base and an AFUDC offset of $139, 000 will
be added to income. This treatment provides some current return on CWIP and, under
the circumstances of this case, reasonably balances the interests of investors,
current ratepayers, and future ratepayers .

D. Plant Held for Future Use

[24] Staff Witness Allen proposed an adjustment removing Plant Held for Future Use
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P a ge  1

Re South Carolina Electric and Gas Company
Docket No. 2002-223-E

Order No. 2003-38

South Carolina Public Service Commission
January 31, 2003

ORDER authorizing an electric utility to increase its rates and charges by $70.7
million, reflecting a return on common equity of 12 .45% and an overall rate of
return of 9.94%.

Commission designs rates to move towards equal rates of return among the customer
classes. It also approves an experimental rate to determine whether a discount will
encourage medium general service customers t:o make operational changes resulting in
a shifting of peak loads to off-peak periods and/or the shedding of peak loads .

Commission declines to allow recovery of expenditures related to the creation and
ultimate suspension/termination of the GridSouth Regional Transmission
Organization. It finds that it is premature to allow recovery of the GridSouth
expenditures at the retail level inasmuch as the costs involved were the result of
mandates of the Federal Energy Regulatory Commission (FERC) and the FERC has yet to
rule on the rate-making treatment of the expenditures at the wholesale level . The
utility is authorized to defer the GridSouth costs until such time as it can meet
its burden of proof for retail rate recovery and/or the FERC rules on the allowance
Of the expenditures at the wholesale level.

Commission reaffirms its policy of booking revenues and expenses related to
buy/resell wholesale power transactions to non-regulated accounts, rejecting claims
that the net margins from the transactions should be shared between ratepayers and
shareholders .

The uti l i ty is authorized to include in rates construction work in progress (CWIP)
related to a new 875-MW natural gas fired generating plant. Commission finds that
by al lowing the CWIP into rates i t wi l l  stop the accrual  of carrying costs and
reduce the ultimate cost of the plant. Moreover, i t finds that including the CWIP
i n  rate send a
constructive message to investors.

base wil l  improve the qual ity of the uti l i ty:y's earnings and

I

4

4
g

The utility is authorized to recover known and measurable, out-of-period costs
associated with the repowering of two generating units at its Urquhart station.
Furthermore, the commission transfers from the fuel adjustment clause to base rates
fixed capacity charges that the utility must pay for upstream natural gas
transportation capacity to serve Urquhart station. The change in method of recovery
reflects the fact that the utility has entered into long-term, fixed charge
contracts with its interstate and intrastate suppliers for the right to have gas
delivered to the repowered units.

The cash working capital  al lowance for the uti l i ty is determined using the one-
eighth method. commission decl ines to order a lead-lag study for the next rate
proceeding, explaining that the record provides no rel iable, credible, or probative
evidence that lead-lag studies would produce benefits that outweigh the simplicity,

c
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The Commission finds that given this 38 month construction cycle, there are
substantial benefits to the CWIP treatment requested here. In fact, the Company's
CFO calculated that the effect of not adding any of the Jasper CWIP to rates would
be to increase the ultimate cost of the plant by $64 million and increase by $9
million the annual revenue requirement of the plant that would be charged to
customers. (Tr. , Vol. V, Marsh, at 1701) . The Commission finds this testimony to be
credible and probative of the benefits of the CWIP treatment the Company is
proposing.

Present
conditions

In addition, Mr. Phillies notes the relatively short construction cycle of the
Jasper plant as a reason to treat its CWIP differently from other plants. The
record shows that, the Jasper Plant will have a 38 month planning and construction
cycle. (Tr., vol. V, Lorick, at 1644) . While this time period is shorter than that
of a coal-fired generating station, the Commission determines that it is still a
significant period of time over which to accrue carrying costs on project
expenditures.

generation plants have relatively low capital costs. (Tr., Vol. Iv, Phillipe, at
1227) . However, the record shows that the Jasper Plant will in fact cost more in
nominal dollars than did the cope Plant for which this treatment for CWIP was
initially granted. [FN4] The commission finds that the relative capital costs are
not a basis for treating the Jasper clIp differently from CWIP related to other
plants.

225 P.U.R.4th 440
225 P.U.R.4th 440, 2003 WL 1818431 (s.c.p.s.c.)
(Publication page references are not avai lable for this document.)
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The Size of the Jasper Plant The final point Mr. Phillies raises is his
assertion that the Jasper plant is sized larger than currently needed. However, the
record shows that even with all CWIP through December 31, 2002, in rates, only 58%
of the total cost of the plant will be borne by customers. (Tr. , Vol. V, Lori ck, at
1644) . Moreover, the Co~ ~mission finds that the plant was properly designed to take
advantage of valuable economies of scale in its construction. The record shows that
building the third Jasper unit at this time has reduced the cost of the plant by
$111 million, compared to the cost of building two units presently and adding a
third later. (Ia. at 1645) . Moreover, the record shows that the third unit will be
needed to serve retail demand in 2006 and that the procurement of equipment for it
would have had to have begun before the present construction was complete. (Id.).
Finally, the Company has been able to sell 250 MW of system capacity to third
parties based on the reserves Jasper will represent when it comes on line. (Id.).
Customers will be credited 100% of the value of this sale. (Id. at 1645, 1654,
1698) »

Accordingly, the Commission reaffirms its finding in the Jasper siring order that
the Jasper Plant is properly sized and that customers will receive substantial
benefits from the decision to build all three units at this time. Order No. 2002-19
at pp. 4-5, 14. The Commission does not find that the size of the Jasper plant
provides a justification for not allowing the Company's requested CWIP treatment .
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Re South Carolina Electric and Gas Company
Docket No. 2002_223~E

order No. 2003-38

South Carolina Public Service Commission
January 31, 2003

ORDER authorizing an electric utility to increase its rates and charges by $70.7
million, reflecting a return on common equity of 12 .45% and an overall rate of
return of 9.94% .

Commission designs rates to move towards equal rates of return among the customer
classes. It also approves an experimental rate to determine whether a discount will
encourage medium general service customers to make operational changes resulting in
a shifting of peak loads to off-peak periods and/or the shedding of peak loads .

Commission declines to allow recovery of expenditures related to the creation and
ultimate suspension/termination of the Gridsouth Regional Transmission
Organization. It finds that it is premature to allow recovery of the Gridsouth
expenditures at the retail level inasmuch as the costs involved were the result of
mandates of the Federal Energy Regulatory Commission (FERC) and the FERC has yet to
rule on the rate-making treatment of the expenditures at the wholesale level . The
utility is authorized to defer the GridSouth costs until such time as it can meet
its burden of proof for retail rate recovery and/or the FERC rules on the allowance
of the expenditures at the wholesale level.

Commission reaffirms its policy of booking revenues and expenses related to
buy/resell wholesale power transactions to non-regulated accounts, rejecting claims
that the net; margins from the transactions should be shared between ratepayers and
shareholders .

The utility is authorized to include in rates construction work in progress (CWIP)
related Lu a new 875~MW natural gas fired generating plant. Commission finds that
by allowing the CWIP into rates it will stop the accrual of carrying costs and
reduce the ultimate cost of the plant. Moreover, it finds that including the CWIP
in rate base will improve the quality of the utility' s earnings and send a
constructive message to investors.

The utility is authorized to recover known and measurable, out-of-period costs
associated with the repowering of two generating units at its Urquhart station.
Furthermore, the commission transfers from the fuel adjustment clause to base rates
fixed capacity charges that the utility must pay for upstream natural gas
transportation capacity to serve Urquhart station. The change in method of recovery
reflects the f act that the utility has entered into long-term, fixed charge
contracts with its interstate and intrastate suppliers for the right to have gas
delivered to the repowered units.

The cash working capital allowance for the utility is determined using the one-
eighth method. Commission declines to order a lead-lag study for the next rate
proceeding, explaining that the record provides no reliable, credible, or probative
evidence that lead-lag studies would produce benefits that outweigh the simplicity,
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Allowing this CWIP to be reflected in rates now will reduce the ultimate cost of
the plant by the full amount of the carrying costs at issue. This reduction in the
cost of the plant will reduce the amount of revenue that the Company will need to
recover to support its investment in the plant. Accordingly, customers will benefit
by lower rates during the full useful life of the plant.

In addition, the Commission finds that allowing $276,224,951 of Jasper Project
CWIP to be placed into rates in this proceeding does several other important
things :

First, allowing this investment into .rates now will improve the quality of the
Company' s earnings at a time -when earnings quality. is very important to the
financial health of utility companies. AFUDC represents non-cash 'paper' earnings.
Analysts historically have not favored such paper earnings in their analysis of the
financial health of regulated utilities. In today's markets, the Commission
believes that investors will be particularly sensitive. to the quality of a
company' s earnings and allowing this additional CWIP into rates will improve the
quality of SCE&G's earnings.

Second, allowing this CWI?
revenue requirement related to the `new plant more evenly over the plant's
construction period, The Commission finds that the alternative would be to defer
the CWIP and the related carryiNg costs for inclusion in rates in future
proceedings. This deferral, the Commission finds, would result in higher future
rate increases and less 'opportunity for customers to adjust to additional costs of
supplying their growing demands:

into rates at this time will spread the rate impact of

Third, allowing this investment into rates now sends a constructive message to
investors concerning the eventual inclusion of the project into rates. The
Commission finds that* sending such a signal will assist the Company in maintaining
access . .
raising substantial capital -in national markets. The Commission finds that allowing
the Company to access reasonably priced capital during this time will reduce the
cost of serving customers over the entire period that the new bonds and shares are
outstanding.

to capital on reasonable terms during a period.when ,the Company. will be

The Commission specifically finds that because of the nature of the contracts
under which the plant is being constructed, and because of the staff audit of
actual expenditures the Commission is requiring as staff witness Ellison testified,
the amounts of cwlp to be included in rates under this Order are fully known and
measurable for ratemaking purposes. (Id.) .

Accordingly, the Commission rules that $276,224, 951 of Jasper Project CWIP should
be included in rates in this proceeding, subject to Staff audit .

(c) THE SCEUC ARGUMENTS

The witness for the SCEUC, Mr. Phillipe, argued in his testimony that the
additional CWIP related to Jasper should not be included in rates in this
proceeding for reasons related to (a) the nature of the plant as a combined-cycle
gas plant, (b) the present economic conditions of the nation, (c) the size of the
plant, and (d) his assertion that the plant is not used and useful at present. We
address each of these arguments in turn.

The Nature of the Plant Mr. Phillipe notes that combined cycle natural gas
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Commission authorizes the utility to add to the power cost baseline rate the cost
associated with a new line of credit to support wholesale power hedging
transactions. The possible effect of including the hedging costs on the utility's
cost of capital will be subject to consideration in a future proceeding.

Commission rejects a request by the electric utility to modify the power cost
adjustment mechanism (PCA) by eliminating the $20 million headband, finding that
the proposed modification would result in a substantial transfer of risk from the
utility to ratepayers without a corresponding benefit to ratepayers. The commission
also declines to modify the PCA to eliminate the requirement that the utility file
a general rate case within three months following the conclusion of a power cost
only roLe case that results in an increase to general rates. However, the
commission modifies the PCA tO end the asymmetrical treatment of costs associated
with certain 1ong~term contracts for power purchases from qualifying facilities. It
finds that the practice of excluding actual contract costs that are higher than
those determined in the power cost baseline from the PCA true-up while reflecting
actual costs that are lower than the baseline in the PCA true-up is inconsistent
with the fundamental purpose of the PCA.

Revenue decoupling proposals that would. break the link between the natural gas
utility's recovery of fixed costs and the energy consumption of its customers are
rejected. Commission explains that the usual rationale for revenue decoupling --
removing disincentives to aggressive promotion of conservation -- does not apply in
this case inasmuch as the utility has an outstanding record in encouraging and
achieving significant conservation on its system, leaving little to be gained from
implementation of decoupling. Moreover, the commission finds that the decoupling
proposals advanced in this proceeding would increase the risk of overearning.

commission approves a natural gas rate design that takes a measured step in the
direction of  allowing the utility to recover a greater percentage of its fixed
costs in non-volumetric: rates while avoiding rate shock to any customer class .

ORDER authorizing a natural gas and electric utility to increase its natural gas
rates by $31.259.*.m:§.11*ion_ or_,3_.2%*_£ and its _electric rates b}r__-_p4p Ru __. _y ._*_. :vo
m41i°==.._ ,1%.

electric service
slightly higher or lower depending on the level of power costs def a
required rerun of the AURORA power cost model.

255 P.U.R.4-t 287
2007 WL 184670 (Wash.U.T.c.)
(Publication page references are not available for this document.)
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Hopkins Ridge Wind Plant

Property Taxes

New York Stock Exchange Fees

Depreciation on CWIP In-service

Baker Hydro Relicensing Costs

Miscellaneous Non-operating

Tree Watch Expense

Oregon Prop .

Bad Debts
Amortization of Deferred Taxes
Regulatory Asset

Conservation

Tax Benefit of Pro Forma Interest

Federal Income Tax

Revenues & Expenses

Adj vestment

Temperature Normalization

awed.

Taxes for 3rd AC

are not available for this document.)
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P a ge  1250 p.U.R.4th 161
250
(Publication page

P.U.R.4th 161, 2006 WL 2101442 (Il1.C.C.)
references are not avai lable for this document.)

Re Commonwealth Edison Company
05-0597

Illinois Commerce Commission
July 26, 2006

ORDER authorizing an electric utility to increase its delivery service rates by
$8.331 million, or 0.50%, reflecting a 10.045% rate of return on common equity and
a return on net original  cost rate base of 8.01%.

In determining capital structure for rate-making purposes, the commission excludes
a net $2 .634 billion goodwill asset generated in part by the transfer of nuclear
power plants by the utility to an unregulated generating affiliate. Commission
adopts a hypothetical capital structure of 42 .68% equity and 57 .14% debt,
reflecting its determination that such a structure is sufficient to allow the
utility to maintain its financial strength.

The cost of common equity proposed by the utility is rejected as excessively high
due to its improper application of gross domestic product growth rates in its
discounted cash flow model .

The revenue requirement is assigned to each class on an equal percentage of
embedded cost basis. Commission rejects a proposal to set the distribution
interclass revenue requirement based on risk adjusted class rates of return.

A proposed 'environmental rate redesign' that would increase usage and demand
charges and reduce customer charges to account for the environmental cost of
producing power is rejected. Notwithstanding its concern over the environmental
impact of generating electricity, the commission believes that the proposed
shifting in the recovery of costs from the customer charge to the delivery charge
would result in the recovery of fixed costs through variable charges and expose the
utility to the risk of underrecovery.

The proposed merger of the four exist ing residential rate classes into a single
residential delivery rate class is rejected, primarily due to the relatively large
rate increases that would be f aced by some customers if the classes were merged.
The commission also states that i t: bel ieves that in several  instances there is a
suff icient cost: basis for maintaining separate residential rate classes.

Although it typically f avers rates that are cost based, the commission f inds that
other considerations must be addressed in designing rates for providers of mass
public transportation. Given the public interest associated with mass transit, the
commission finds that rates for mass transit: systems should be designed so as to
minimize any changes to existing contractual terms and avoid rate shock.

Commission again departs from cost-based ratemaking in requiring the utility to
define and measure the demand of large customers for billing purposes in a manner
that encourages off-peak usage. The benefits of encouraging off-peak usage exceed,
the commission concludes, the adverse effect associated with the somewhat higher
delivery rates charged to customers that use energy during on-peak periods .

c

o 2G07 Thomson/west. No Claim to Orig. U.S. Govt. Works .



When comsd has construction works in progre
Used During Construction. _(*'A.FUDC '.)_._.fo
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[2] The '21 capital project additions' references the 21 largest additions to rate
base by CosEd since its last rate case. This includes but is not limited to
Distribution Plant, General Plant and Intangible Plant projects. No party contests
the inclusion of these 21 additions in rate base.

a)

[1] ComEs selected the historical test year of 2004 .
2004 as the test: year.

1. Test Year

DOE's witness was Dr. Dale E.
Associates, INC.

11.

IIEC witnesses were Robert R. Stephen, Consultant, Brubaker & Associates, Inc.;
Alan Chalfant, Consultant, Brubaker & Associates, Inc.; Michael Gorman, Consultant,
Energy Advisor, and Managing principal, Brubaker & Associates, Inc. ; and Brian A.
Janous, Consultant, Brubaker & Associates, Inc.

b)

IAWA witness was Nicholas J. Menninga, Assistant General Manager,
Sanitary District, and Chairman, IAWA Ad Hoc Energy Subcommittee.

250 P.U.R.4th 161
250 p.u.R.4ch 161, 2006 WL 2101442 (I11.C.C.)
(Publication page references are not: available for this document.)

0

Metra's witness was James Mitchell, Director Energy Management.

•

21 Capital Project Additions

Elements of Rate Base

ISSUES THAT NO PARTY CONTESTED

pro Forma Capital Additions and Construction Work in Progress
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c) Pro Forma
Expenses

'New Business ' Capital Additions and Revenue Credit Against Operating
J
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CCC and AG recon ~mended an adjustment to ComEs's pro forma new business capital
additions on the theory that the revenue requirement did not reflect revenues that
would result from the additions. ComBo, CCC, and the AG came to the agreement that
ComEd would add a revenue credit of $13,751,325 to its revenue requirement and CCC
and the AG would withdraw their proposed adjustments to rate base on this issue.
Therefore, this issue is no longer contested.

;..

3. Elements of Operating Expenses
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page 1

Re Consumers Energy Company
Case No. --14547

Michigan Public Service Commission
November 21, 2006

i

<<Deletions are indicated by <<- Text ->>

ORDER authorizing a natural gas local distribution company (LDC) to increase its
rates by $80.804 million, reflecting a return on common equity of 11.00% and an
overall rate of return of 6.69%. The LDC also is authorized to make permanent a
two-year $58.1 million rate increased approved by the commission in Case No. U-
13730 on October 14, 2004.

Commission adopts a rate base of $2.250 bil l ion, consist ing of net ut i l ity p lant in
service of $1.254 bil l ion (including construction work in progress totaling $33 .9
million) , working capital of $975 million, and unamortized manufactured gas plant
site remediation expense of $20,085 million.

Commission approves a 9.3 Bcf throughput reduction claimed by the LDC to recognize
for ratemaking purposes a forecasted decline in sales due to energy efficiency and
customer conservation, resulting in $8.424 million increase in revenue requirement.
However, the LDC will be required to refund any margins on sales in excess of the
volumes adopted in this order. A proposed additional $7.272 million increase in
revenue requirement to cover the costs of adding new customers is rejected.
Commission finds that there is no support for the LDC' s request for more revenue
for new business capital based on declining overall sales.

The LDC is authorized to implement a pension equalization mechanism and an other
post employment benefits equalization mechanism. Commission finds that the
equalization mechanism approach is a reasonable means of protecting both ratepayers
and the LDC from the volatility inherent in these expense items, and is a
satisfactory way to ensure that the pension plan of the utility is funded in
accordance with the level of pension expense recognized in rates. However, the
commission rejects a proposed uncollectible expense true-up mechanism, finding that
uncollectible expense is not sufficiently elevated or volatile to justify
implementation of a tracker.

commission disallows employee incentive compensation program expense, finding that
the LDC f ailed to show that the program would provided a net benefit to ratepayers .

The LDC is authorized to recover $17.4 million in expense for contributions to the
low~income energy efficiency fund.

P.U.R. Headnote and Classification

1.

RATES

H
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FEDERAL ENERGY REGULATORY COMMISSION

Commission Opinions, Orders and Notices

Before Commissioners: Joseph T. Kelli her, Chairman; Nora Mead Brownell, and Suedeen
G. Kelly

Northeast Utilities Service Company

Docket No. ER06-275-000

ORDER ACCEPTING TARIFF REVISIONS

(Issued January 31, 2006)

*61314 1. In this order, we accept Northeast Utilities Service Company's (NUSCO)
December 1, 2005 filing, on behalf of its affiliated operating companies, The
Connecticut Light and Power company, Western Massachusetts Electric Company
Holyoke Power and Electric Company, Holyoke Water Power Company, and Public Service
Company of New Hampshire (collectively, NU) . The filing revises Schedule 21-NU of
section II of ISO New England Inc. 's (ISO-NE) Transmission, Markets and Services
Tariff, which is the ISO-NE Open Access Transmission Tariff (Iso-n8 OATT) . NU
proposes to modify its transmission rates for Local Network Service (LNS) under
Schedule 21-NU to include in rate base fifty percent of construction work in
progress (CWIP) related to four major transmission projects that NU will build over
the next several years in Southwest Connecticut. NU requests an effective date of
February 1, 2006, which we will grant

Background

2 . The NU Companies are public utility subsidiaries of Northeast Utilities, a
registered public utility holding company. The NU Companies own and operate
transmission facilities in the states of Connecticut, Massachusetts and New
Hampshire. Their facilities are used to provide Regional network Service (RNS)
under the ISO-NE OATT and Local network Service under Schedule 21-NU of the ISO-NE
OATT. The NU Companies are Participating Transmission Owners (PTos) in the New
England RTO

3. Transmission rates under Schedule 21-NU are calculated based on projected costs
that are later trued up to reflect actual costs. Under its existing procedures, NU
accrues an allowance for funds used during construction (AFUDC) [FN1] on its books
while transmission projects are under construction but does not include the cost of
new transmission projects in rate base until the project is placed in service. NU
proposes to modify its LNS rate to provide for the inclusion of fifty percent of
CWIP in rate base for four specific projects in accordance with Section 35.25 of
the Commission's regulations, 18 C.F.R. § 35.25. NU states that this proposed
modification will allow NU to recover its costs during construction and improve its
cash flow during a time when it will be required to finance a significant expansion
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of its transmission system. NU states further that while the inclusion of CWIP in
rate base will increase transmission rates during the construction period, CWIP in
rate base results in a lower future rate base than would occur by accruing AFUDC
[Fn2]

4 . NU states that the transmission system in Southwest Connecticut (SWCT) is one of
the most congested in the country and faces grave reliability concerns because of
transmission deficiencies. NU states that the Commission has recognized SWCT as an
area facing significant reliability concerns and in need of reinforcement. [FN3] NU
states further that each of the four projects is included in ISO-NE's Regional
System Plan (RSP) for 2005 [FN4] and each has been granted siring approval by the
State of Connecticut. NU states that ISO-NE, the Connecticut Department of Public
Utility Control, and the Connecticut Siting Council have recognized the weakness of
SWCT' s transmission system and its failure to meet national and regional *61315
reliability standards. According to NU' s analysis, the system. deficiencies in SWCT
can be attributed to several f actors, including (1) an inadequate transmission
system because it is not served by the interregional 345-kV transmission grid;
restrictions on the development of new generating plants resulting from
transmission constraints; (3) an increased peak customer demand for electricity
that exceeds existing transmission service capabilities; and (4) existing
generation and transmission system interdependencies that restrict the full
dispatch of generation resources to service customer demand for electricity

(2)

**2 5. NU, through CL&P, has undertaken the construction of four major transmission
projects in the SWCT area. The four projects are described in detail in the
testimony accompanying NU's application and are summarized below

6. The Bethel-norwalk Project is the first phase of a proposal to extend the 345-kV
transmission system into the SWCT load pocket. The Project is now under
construction and consists of a new 20.4-mile, 345-kV transmission circuit between
Gumtree Station in Bethel and Norwalk substation in Norwalk, including 11.8 miles
of 345-kV underground cables. NU estimates that the total cost of the Bethel
Norwalk Project will be $350 million, and expects that the Project will be placed
in service during the fourth quarter of 2006. NU states that significant expenses
were incurred in 2005, and will continue into December 2006 when the project is
scheduled to be completed

7. The second project is the Middletown-norwalk project which extends approximately
70 miles from cL&p's existing substations in Middletown to the new 345-kV
Substation being constructed at Norwalk as part of the Bethel to Norwalk Project
NU states that the Middletown-norwalk project will complete the new 345-kV loop
into SWCT by providing a second transmission link into the city of Norwalk from
central Connecticut and from points in Milford and Bridgeport. NU states that the
total cost of the Middletown-norwalk project is estimated to be approximately
$1, 047 million and is scheduled to be in service in the fourth quarter of 2009
According to NU, the greatest expense will be incurred in 2007, continuing through
2008, when part of the project will begin service, and into 2009 when the project
is completed

8, The third project is the Glenbrook Cables Project, to be constructed by CP&L
The project consists of two new 115~kV underground transmission lines from the
Norwalk substation to the Glenbrook Substation in Stamford. NU states that the
project is needed to provide a reliable electric supply in southwest Fairfield
County. NU estimates that this project will cost an estimated $120 million and is
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expected to be in service in the fourth quarter of 2008 . NU states that the
heaviest expenses will occur in 2008 .

9. The fourth project is the Long Island Replacement Project (LIRC Project) . An
existing submarine electric transmission cable system extending from cL&P's Norwalk
Harbor Substation to the Long Island Power Authority's (LIPA) will be removed and
replaced. The cost of the project will be shared equally between CL&P and LIPA, but
CL&P will manage the project on behalf of itself and LIPA. The estimated cost for
CL&P's share of the project is approximately $72 million with the heaviest expenses
occurring in 2007. The project is expected to be in service in the second quarter
of 2007.

10. NU states that the need for the Bethel-norwalk, Middletown-norwalk, Glenbrook
Cables, and the LIRC Projects is supported by findings of both the ISO-NE and the
esc. NU submits that all of the projects have been reviewed during extensive
hearings before the esc, which included consideration of various alternatives to
each of the projects. NU submits further that the CSC's review process took into
account a number of other factors, such as route alternatives, electric and
magnetic field issues, and engineering costs. NU has included with its application
a summary of the ISO-NE's Regional Plan for 2005, together with excerpts of
applications to the CSC for project approval, and the esc' s Findings of Fact with
regard to each project. NU submits that the projects are needed to satisfy National
Electricity Reliability Council and Northeast Power Coordinating Council
reliability standards and to provide greater access to competitively priced
generation.

**3 11. NU estimates that the total cost of construction for the four projects will
exceed $1.5 billion. NU states that it is in the middle of the construction process
and is expending large amounts of capital to build the projects. NU states that its
transmission rate base is expected to grow significantly over the next few years,
from approximately $46 million at the end of 2004 to nearly $2 .4 billion by the end
of 2010. NU has provided numerous exhibits demonstrating that NU has chosen the
least-cost construction alternatives, including the use of existing right of ways
whenever possible, minimization of congestion costs while constructing transmission
line facilities, and allowing the building of needed facilities without undue risk
of interrupting customer service. [FN5]

12 . NU states that its proposed modifications to Schedule 21-NU, to include 50
percent of CWIP in rate base, is limited to the four transmission projects
discussed above. NU states that if it seeks CWIP treatment for any additional
transmission projects, it will make a new filing with the Commission. NU states
that it will implement *61316 accounting procedures to ensure that transmission
customers will not be charged for both AFUDC and corresponding amounts of CWIP.
[FN6] NU states that it will submit an annual report to the Commission containing
information as to the amounts of CWIP recorded for each of the SWCT projects,
related accounts, such as AFUDC and regulatory liability, and the resulting effect
on the CWIP revenue requirements.

Notice of Filings and Responsive Pleadings

13 . Notice of NU's filing was published in the Federal Register, 70 Fed. Reg.
76,278 (2005), with protests or interventions due on or before December 22, 2005 .
On December 22, 2005, New Hampshire Electric Cooperative, Inc. and United
Illuminating filed motions to intervene. On the same date, Unitil Energy Systems,
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Inc. (Unitil) fi led a motion to intervene and comments. On January 6, 2006, NU
filed an answer to Unitil's comments, and on January 23, 2006, Unitil filed reply
comments to NU's answer, requesting that the Commission accept NU's answer and
Unitil's reply comments since they outline further commitment to address a
potential reallocation of costs .

4
3

4
11

4

>

14 . Unitil does not oppose NU's proposal to include 50 percent of the CWIP for the
SWCT Projects in NU's rate base. Rather, Unitil is concerned with cost allocation
and whether the costs are properly allocated in accordance with the provisions of
schedule 21-NU. Unitil states that nU's costs for local service, i.e. , costs that
recover the portions of NU' s transmission requirement not recovered elsewhere, are
calculated within two formula rates (Category A and Category B) from two different
groups of customers. Category A rates includes the NU Companies' total transmission
costs. category A costs are recovered from all customers receiving LNS service
under NU's tariff. Category B costs are any Pool Transmission Facilities (PTF)
costs excluded from the regional revenue requirement on the grounds that such costs
are localized costs and should be recovered only from customers located in the area
where the expenditures are made. Revenues recovered under the Category B rates are
subtracted from the revenue requirement used to determine Category A rates. Unitil
states that at this stage of the proceeding, it lacks sufficient information to
determine whether any of the costs of the proposed projects should be recovered as
Category B costs. Unitil requests that the commission direct NU to provide
additional information indicating the appropriate cost allocation and that the
Commission review the proposed cost allocation. Unitil states that if costs are
found that should be classified as Category B costs, the Commission should direct
NU to recover the CWIP associated with such costs from local customers in
Connecticut. Unitil states that at a minimum, a mechanism should be in place to
track the recovery of the costs so that when a determination regarding localized
costs is finally made, appropriate reallocations can be made. `

r

3

**4 15. On January 6, 2006, NU filed an Answer in response to Unitil's comments. NU
states that Unitil 's comments are premature since ISO-NE has not yet made a
determination on the localization of costs associated with any of the projects,
pointing out that such determination is required by Schedule 12 C of the ISO-NE
OATT. [FN7] NU states further that, pursuant to the Commission's order approving
NU's formula rates, it has an obligation to make a localized cost filing after a
final determination that any costs associated with the SWCT Projects should be
localized. [FN8] NU states that before it charges any customers for Category B
costs, it will make a filing with the Commission and provide a mechanism to ensure
that no customer is responsible for any costs that are localized to another
jurisdiction. If adjustments are necessary, NU states that it will propose a true-
up mechanism to calculate any amounts that may have been overpaid, and make refunds
to those customers. NU states that Unitil and other parties will have the
opportunity to raise any concerns at the time it makes its localized cost filing.

3
1

Discussion

Procedural Matters

i

8
t

16. Pursuant to Rule 214 of the Commission's Rules of Practice and procedure, 18
C.F.R. § 385.214 (2005) , the timely, unopposed motions to intervene are granted.
Rule 213 (a) (2) of the Commission's Rules of Practice and procedure prohibits the
filing of answers to protests unless otherwise permitted by the decisional
authority. We find good cause in this proceeding to allow NU Companies' answer and E

J
I
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U n i t i l '  s  r es p o n s e  t o  N U ' s  a n s w er  b ec a u s e  t h ey  p r o v i d e  i n f o r m a t i o n  t h a t  a i d e  u s  i n
o u r  u n d er s t a n d i n g  a n d  r es o l u t i o n  o f  t h e  i s s u es  .

*61317 Commission Discussion

17 . In Order No. 298, [FN9] as further explained in Boston Edison, [FN10] we
permitted utilities to file to include CWIP in rate base. Instead of accruing
AFUDC, utilities may, under certain conditions, include CWIP in rate base and
thereby recover carrying charges on a current basis. To prevent double recovery of
carrying costs, AFUDC is not capitalized on the CWIP included in rate base.

18. In Order No. 298, and in Boston Edison, we stated that the CWIP issue is mainly
a timing issue. If the company utilizes the AFUDC approach, the utilities' future
revenues and customers' future rates are higher than they would be if CWIP had been
used. [FN11] We recognized that allowing CWIP improves utilities ' cash-flow in a
less costly manner than if AFUDC is added to the cost of construction since CWIP in
rate base results in a lower future rate base and lower future rates. we also found
that the inclusion of CWIP in rate base was in the public interest because it
achieved a suitable balance between the utilities ' need to recover costs in a more
timely manner with the Commission' s cost responsibility principles and lessened the
rate impact of new transmission projects on customers. [FN12]

**5 19. The Commission, however, has established certain conditions that must be
met before it will approve the inclusion of CWIP in rate base. [FN13] Commission
staff and intervening parties must be able to review the prudence of the
construction costs that will be included, including the ability to compare the
costs of alternative plans. In this regard, we find that NU has made a sufficient
demonstration that these four major transmission projects are necessary to improve
reliability in SWCT. They have been undertaken pursuant co ISO-NE's regional
transmission expansion planning process in order to improve regional reliability,
are intended to help resolve a number of electrical problems in SWCT, and to
improve compliance with national and regional reliability standards. Further, each
has been granted siring approval by the State of Connecticut following a
comprehensive review process for each project.

20. As part of the condition for approval of CWIP treatment, a company must also
propose accounting procedures that ensure that there is no duplicate recovery of
CWIP and corresponding AFUDC. NU has submitted testimony and exhibits demonstrating
that there will not be any duplicate recovery of any capitalized AFUDC that is
related to the portion of CWIP included in rate base. [FN14]

21. NU seeks waiver of section 35.25 (c) (4), which requires the submittal of
estimated allocation ratios reflecting the anticipated use that wholesale customers
will make of its system. NU states that its proposed allocation of CWIP is based on
actual usage and that its formula rate contains a true-up provision for both costs
and loads applicable to the CWIP component. Further, NU states that it will refund
any differences between projected and actual data, with interest, pursuant to
commission regulations. As in Boston Edison, NU has in place a mechanism to ensure
that allocators of CWIP are based on actual usage. In Boston Edison, the filing
company already had a mechanism in place that assured the Co~ ~mission that
allocators of CWIP were based on actual wholesale customer usage. [FN15} Thus, in
that case, the Co~ ~mission waived requirements set in Order 298 for the use of
estimated allocation ratios. Similarly, we will grant NU's requested waiver.
However, we will require NU to ensure that customers who have paid for CWIP through
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its inclusion in rate base and who are not ultimately responsible for these
f facility costs will receive appropriate refunds, with interest.

22 . We agree with NU that Unitil ' s concerns are premature, and that Unitil will
have an opportunity to comment before NU charges customers for Category B
(local ized) costs.

23 . In conclusion, we find that NU has made a sufficient showing that its proposed
inclusion of SO percent of CWIP in rate base is reasonable and in accordance with
the Commission' s requirements. Therefore, we will permit NU to include so percent
CWIP in its rate base for the four construction projects discussed herein. In
accordance with the requirement established in Boston Edison, [FN16] NU has pledged
to submit an annual report with information as to the amounts of CWIP recorded for
each of the SWCT projects, including related accounts such as AFUDC, and the
resulting effect on the CWIP revenue requirement. We will also require that NU's
annual report provide the current status of each of the projects and their
estimated or actual in-service dates.

The Commission orders:

**6 N'U's proposal to include 50 percent CWIP in rate base is hereby accepted
effective February 1, 2006, as discussed in the body of this order.

By the Commission.

(SEAL)

Magalie R. Salas
Secretary

FN1. A regulated utility is entitled to recover its costs plus a reasonable return
on its investment. One of its costs is the amount it spends to finance construction
of new facilities. This cost includes debt interest and a reasonable return on
equity on the capital investment used to finance the construction. There are two
ratemaking methodologies by which these carrying charges on construction capital
are recovered in the utility's rates. One method is to capitalize the carrying
charges incurred during construction as AFUDC. Under this method, ratepayers do not
make payments until after the plant goes into service.

FN2. NU also proposes a change to Schedule 21-NU to include CWIP and AFUDC as items
subject to a requirement: that the NU Companies make rate base adjustments to
estimates, and in the true-up process, reflect the in-service dates for capital
additions where costs exceed $20 million.

FN3 a Devon Power LLC, 107 FERC 61,240 at PP 43, 49 (2004) u1

FN4. The ISO-NE's Regional System Plan is a planning report that identifies system
improvements needed over the next 10 years.

FN5. See NU's Exhibit NU-15 at p G-1. See also NU Exhibit: NU-13 at I-I-4; Exhibit NU-
14 at p 78, and Exhibit NU-16 at p 292.

FN6. while the projects are being constructed, NU will accrue AFUDC on 100 percent
of the CWIP balance. However, to reflect the fact that fifty percent of CWIP will
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b e  i n c l u d ed  i n  r a t e  b a s e  f o r  S c h ed u l e  2 1 - N U  c u s t o m er s ,  a  r eg u l a t o r y  l i a b i l i t y  w i l l
b e  r ec o r d ed  t o  o f f s e t  f i f t y  p e r c en t  o f  t h e  r ec o r d ed  A F U D C .

FN7 . NU states that: the determination of cost allocation for the Bethel~norwa1k
Project wil l  not be made by ISO-NE unti l  later in the first quarter of 2006, and
localized cost determinations on the other three projects are not expected to be
available until sometime in 2007 .

FN8. Northeast Utilities Service co. 105 FERC 61,089 at PP 3, 25 (2003) ur

FN9. construction Work in Progress for Public Utilities; Inclusion of costs in Rate
Order No. 298, 48 Fed. Reg. 24,323 (June 1, 1983) FERC Statutes and Regulations,
Regulation preambles 1982-1985 1 30,455 (1983) , order on reh'g, Order No. 298-B, 48
Fed. Reg. 11 31, 092 (2000), petitions for review dismissed, Public Utility District
No. l o f Snohomish County v. FERC, 272 F.3d 607 (D.C. C i r . 2001) (Order No. 298) .

FN10. Boston Edison Co. , FERC109 1 61,300 (2004) (Boston Edison) .

FN11. Id. At P 29.

FN12. Order No. 298 at 30,49'7.

FN13 . Eos tor Edison, 109 FERC 11 61,300 a t  P 33 .

FN14. See NU's Exhibit NU-4 at p 7, and Exhibit NU-5.

FN15. Boston Edison, 109 FERC 11 61,300 a t P 38 .

FN16. Id. at P 33.

114 FERC P 61089, 2006 WL 226937 (F_E_R_C_)
END OF DOCUMENT
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FEDERAL ENERGY REGULATORY COMMISSION

**1
Commission Opinions, Orders and Notices

Before Commissioners- Pat Wood, III, Chairman; Nora Mead Brownell, Joseph T.
Kelliher, and Suedeen G. Kelly.

Boston Edison Company

Docket No. ER05-69-000

ORDER ACCEPTING RATE TREATMENT AND REQUIRING INFORMATIONAL REPORTS

(Issued December 21, 2004)

*624s2 1 . On October 25, 2004, Boston Edison Company (Boston Edison) filed
modifications to its Open Access Transmission Tariff (OATT) , mol to include a 50
percent construction work in progress (CWIP) in its rate base for three underground
transmission circuits pursuant to section 205 of the Federal Power Act (FPA) . mm In
this order, the Commission accepts the proposed rate treatment *62463 for filing,
to become effective January 1, 2005, subject to Boston Edison submitting annual
informational f ilings. This order benefits customers by ensuring just and
reasonable rates while encouraging transmission growth and enhanced reliability in
congested areas of  the grid.

I. Background

2 . Boston Edison is an operating affiliate of NSTAR Electric and Gas Corporation,
and owns and operates approximately 524 circuit-miles of interconnected
transmission lines of 115-345 kg, including 176 circuit-miles of 230-345 kV lines
and 348 circuit-miles of 115 kV lines . Boston Edison's principal function is the
transmission of energy in the Greater Boston Area. Boston Edison is also a member
of ISO New England which was recently granted conditional status as a regional
transmission organization (RTO) . [was

II. Boston Ed:i.son's Filing

3 . Boston Edison proposes the following three modifications to its Transmission
Investment Base as codified in the formula rates under its OATT: (1) the inclusion
of a Transmission Related Intangible Plant line item in FERC Account 303, for
Extraordinary Expenditures Necessary to Safeguard Boston Edison's Transmission
system; nun (2) a 50 percent Construction Work in Progress (CWIP) in FERC Account
107; and (3) the elimination of the requirement to multiply the FERC Assessments in
FERC Account 928 by a Plant Allocation Factor. Boston Edison proposes to include a
50 percent CWIP in its overall Local Network Service (LNS) transmission rate
formula during the proposed construction period, rather than accruing and
capitalizing Allowance for Funds Used During Construction (AFUDC) charges on the
entire construction expense balance. Boston Edison then proposes, during the
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proposed construction period, to capitalize the remaining construction expenses
that were not included in the 50 percent CWIP in the LNS rate base, under AFUDC
within its Regional Network Service (RNS) rate [FNS]

4 . Boston Edison's LNS rate serves to recover the total costs of its transmission
while revenues received from the RNS rate are credited to the LNS revenue
requirement. Boston Edison proposes that once the project is completed, the total
construction expenses (50 percent CWIP under the LNS rate and the capitalized AFUDC
under the RNS rate) will he included in their respective rate bases (the 50 percent
CWIP in LNS, and the capitalized AFUDC in RNS) as plant-in-service and earn a rate
of return. Boston Edison states that since the revenues resulting from capitalized
AFUDC, once placed in rate base as plant-in-service, will be credited to the LNS
rate that lacks this capitalized AFUDC component, this will reduce the LNS rates by
the amount of capitalized AFUDC included in the RNS rates and thereby protect LNS
customers from double charges

**2 5. The most imminent project in which Boston Edison proposes to apply this

treatment involves three new underground transmission circuits to reinforce the
regional transmission system in the Greater Boston area through a 345 kV
underground transmission project 18 miles in length (345kV project)
project is within one of ISO New England's three Designated Congestion Areas
is estimated to cost $234 million. Boston Edison states that the heaviest expenses
will occur in 2005 and will continue through the summer of 2006, when part of the
project will begin service, and into 2007, when the project is scheduled for
completion

6. Boston Edison avers that the primary function of this project is to strengthen
Boston Edison's interconnections to the South and relieve transmission line over
loadings that are expected to create reliability problems such as extensive
customer service interruptions by the 2006 summer peak period. According to Boston
Edison, failure to install the added transmission capacity would result in
violation of reliability criteria established by Boston Edison, ISO New England
northeast Power Coordinating Council (NPCC) and National Electric Reliability
C o u n c i l

7 . Boston Edison asserts that this upgrade will increase import capability into the
Greater Boston Area by approximately 1, 000 MW, and potentially 2, 000 MW, if certain
transmission upgrades are made outside of Boston Edison's service territory to the
north and northwest of the city of Boston

8. Boston Edison states that the economic impact of this project exceeds the cost
because this project will alleviate congestion in the Greater Boston Area, thus
reducing power costs to consumers by increasing the access of local loads in the
Greater Boston Area to remote, less expensive sources of power. Additionally
Boston Edison states that this transmission project will increase the ability of
generators and marketers with resources located outside the Greater Boston Area to
compete to serve loads within the Greater Boston Area

9. Boston Edison asserts that the proposed cost recovery for the project represents
the least-cost perspective under several alternatives, stating that of all of the
possible scenarios, particular attention was paid to existing rights of way (for
example, construction in an existing road) , distributed generation, and the
avoidance of significant environmental effects and expenditures. In addition, *62464
Boston Edison explains that wherever possible, direct routes were chosen to reduce
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environmental effects, construction disruption, and expenses. Boston Edison also
presents studies of technology alternatives such as alternating current, direct
current, underground transmission lines, overhead transmission lines, or underwater
transmission lines and various cable technologies."'""' Boston Edison concludes,
based on these studies, that the underground, 345 kV AC line is the most feasible,
reliable, and cost-effective technology.

**3 10. Boston Edison asserts that because there is no feasible way to maintain
system reliability and avoid customer service interruptions without this project,
this project will also produce economic benefits measured by the avoided cost of
electric service interruptions .

11. In support of its filing, Boston Edison includes the New England RTO Regional
Transmission Expansion Plan (RTEP) Wn91 finding that the Boston Edison 345 kV project
is critical to improve the reliability of the bulk transmission system in the
Boston area by 2006, and that this project will reduce the need to shed up to 400
MW of load for line outage contingencies .

12 . Boston Edison demonstrates a number of other projects needed for reliability
from 2005 through 2014 in its Exhibit BE-10 at a cost of $7.5 million in 2005, and
$39.5 million over ten years. Boston Edison explains the need for these projects in
its Exhibit BE-3, citing generation forced outages, generation capacity market
conditions, and loss of key transmission lines from significant overloading.

13 . Boston Edison requests the Commission to authorize recovery of 50 percent of
actual CWIP in its transmission investment rate base for local network service
(Transmission Investment Base) . Boston Edison proposes that the remaining so
percent project funds balance that is not placed in CWIP during the construction
period will be recovered through accounting under AFUDC. Boston Edison proposes
that, upon completion of construction, any resulting CWIP balance would be placed
in service, and the entire project would be included in the rate base and
depreciation would commence,

14 . Boston Edison's existing annual transmission revenue requirement is the sum of:
(A) Return and Associated Income Taxes, (B) Transmission Depreciation expense, (C)
Transmission Related Amortization of Investment Tax Credits, (D) Transmission
Related Municipal Tax Expense, (E) Transmission Operation and Maintenance Expense,
(F) Transmission Related Administrative and General Expense, (G) Transmission
Related Payroll Tax Expense, minus (H) Transmission Support Revenues.

15 . The component of this formula rate which will be affected by the proposed
changes to the Transmission Investment: Rate base is the " (A) Return and Associated
Income Taxes, " since the Transmission Investment Base is multiplied by the rate of
return to derive the total return in component (A) , which is then summarized in the
above formula for LNS. Boston Edison' s formula rate is trued-up annually with any
over estimations of cost calculated with interest in accordance with Commission
regulations . IFn101

16. Boston Edison clarifies that although it recovers both RNS rate and LNS rates,
it will only recover these revisions, including the 50 percent CWIP in rate base,
through its LNS rates. Boston Edison points out that the LNS and RNS rates operate
in relationship to each other and that the LNS rates recover the total cost of
owning and operating its transmission service, including the costs incurred to
provide RNS. Boston Edison contends that RNS revenues are credited to the LNS

o 2007 Thomson/west. no Claim to Orig. U.s. Govt. Works.



22 . Parties generally oppose Boston Edison's proposal stating that, while inclusion
of CWIP in a utility's rate base is a useful incentive mechanism for promoting
needed construction and reflects an effective and preferred use of transmission
customers' money compared to other non-cost-based " intentive adders," it is
inappropriate for Boston Edison to seek 50 percent CWIP in this proceeding, when it
has already been granted other non~cost-based incentives in the RTO~NE Orders.
Parties point out that the differential between Boston Edison's 10.5 percent rate
of return on co~ ~mon equity on CWIP and its cost of construction financing is
another incentive in addition to the incentives already granted in the RTO-NE

21. Notice of Boston Edison's filing was published in the Federal Register, 69 Fed.
Reg. 64, 746 (2004), with protests or interventions due on or before November 15,
2004 . On November 10, 2004, Wellesley Municipal Light Plant (Wellesley) filed a
motion to intervene and request for extension of time to submit its protest until
November 29, 2004 . Boston Edison filed an answer opposing Wellesley' s request on
November 12, 2004 . On November 19, 2004, Braintree Electric Light Department,
Concord Municipal Light Plant, Higham Municipal Lighting Plant, Reading Municipal
Light Department, Taunton Municipal Lighting Plant, and Wellesley Municipal Light
plant (jointly, Parties) filed a joint motion to intervene and protest out-of-time.
On December 6, 2004, Boston Edison filed an answer to Parties' protest.

20. Boston Edison requests that the Commission accept this filing without
suspension, refund or hearing, and allow it to become effective January 1, 2005. If
the Commission is not able to accept the filing under these conditions, Boston
Edison requests the opportunity to withdraw the filing. Iwru According to Boston
Edison, the 345 kV project involves significant burdens on Boston Edison and any
regulatory uncertainty would place Boston Edison under additional burdens. Boston
Edison states, further, that if it is required to collect CWIP subject to refund,
it would need to restate its books in the notes to its financial statements
resulting in potentially undesirable impacts on the investment community.

III. Notice, Interventions and Protests

18 . Boston Edison explains that, while it is seeking the 50 percent CWIP in rate
base specifically pursuant: to section 35.25 of the Commission's regulations"'"12] and
Order No. 298, Inna] the Commission's recent policy determinations in Order No.
2000, [Fun] the Proposed Pricing Policy Statement, mas] and the August 14, 2003
Blackout Report *62465 also support Boston Edison's request for 50 Percent CWIP in
its rates.

19 . Boston Edison requests waiver of the Commission' s filing requirements for
certain cost of service statements under section 35 . 13 (h) , [pn16] stating that the
information is not relevant to its CWIP filing. Boston Edison explains that its
rate is a formula rate and points out that the Commission has previously permitted
such a waiver .

**4 17. Boston Edison explains that the RNS rates will not include a CWIP component
and that as a plant enters service, the RNS rates will include a revenue component
that reflects the capitalized AFUDC (i.e., the AFUDC portion of the project
exclusive of the 50 percent CWIP included in the transmission investment base).
These RNS revenues, including the capitalized AFUDC, will be credited against the
LNS cost of service that does not contain this capitalized AFUDC.[FN11]

rates, thus protecting LNS customers from double charges .

109 FERC P 61300, 2004 WL 2945045 (F.E.R.C.)
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O r der s .  Pa r t i es  r eques t  t ha t  t he Com m i s s i on  r equ i r e  Bos t on  Ed i s on  t o  c hoos e wh i c h
i n c en t i v e  i t  w a n t s  a n d  t o  f o r eg o  t h e  o t h e r s  .

**5 23. Parties also argue that Boston Edison did not demonstrate that the LNS
rates resulting from the 50 percent inclusion of transmission CWIP in rate base
will be just and reasonable. Parties point out that Boston Edison's projected 65.44
percent increase in LNS rates that will result from Boston Edison's 50 percent CWIP
proposal does not match the corresponding 42 percent increase in the transmission
rate base that will result with the inclusion of CWIP that Boston Edison
demonstrates in Exhibit BE-5 at 2- 4 of its filing. Parties state that the LNS rate
increase to customers due to inclusion of CWIP should be proportional to the
increase in the transmission rate base increase, rather than 23 percent above the
increase in the transmission rate base. Parties state, further, that Boston Edison
did not submit the analysis required to demonstrate that the LNS rates and
resulting charges will be just and reasonable, or how it will benefit its
customers.

24. Parties contend that Boston Edison's existing formula rate updates its
transmission revenue requirement monthly, without prior Commission review, making
it difficult to monitor the justness, reasonableness, and prudence of any CWIP
inputs into this formula. Parties point out that the Commission requires that any
CWIP balances proposed to be included in the transmission rate base under a formula
rate must be subject to Commission review prior to receiving rate base
treatment. [moW According to the Parties, Boston Edison's monthly estimated, annually
trued-up, formula rate does not address how the Commission will review the CWIP
prior to its inclusion into the rate base.

IV. Discussion

A. Procedural  Matters

25 . Pursuant to Rule 214, of the Commission's Rules of Practice and Procedure, 18
C.F.R. § 385.214 (2004), the timely, unopposed motions to intervene serve to make
the entities that filed them parties to this proceeding. We will grant Parties'
motion to intervene out-of-time given its interest in this proceeding, the early
stage of this proceeding and the absence of any undue prejudice or delay. Rule
213(a) (2) of the Commission's Rules of Practice and Procedure, 18 C.F.R. § 385.213
(a) (2) (2004) , prohibits an answer to a protest unless otherwise ordered by
decisional authority. We are not persuaded to accept Boston Edison's answer to the
protest and will, therefore, reject it.

*62466 B. Connunmnission Finding

1 . CWIP

2 6 .  I n  O r d e r N o .  2 9 8 ,  w e  p e r m i t t e d  u t i l i t i e s  t o  f i l e  t o  i n c l u d e  a s  C W I P  i n  r a t e
b a s e  t h e  i n v es t m en t  i n  c o n s t r u c t i o n  p r o j ec t s  r eg a r d l es s  o f  t h e  f i n a n c i a l  c o n d i t i o n
o f  t h e u t i l i t y .  W e a l s o  a c k n o w l ed g ed  t wo  m u t u a l l y  exc l u s i v e r a t em a k i n g  a p p r o a c h es
b y  w h i c h  a  u t i l i t y  c o u l d  r e c o v e r  t h e  c a r r y i n g  c h a r g e s  t h a t  a  u t i l i t y  i n c u r s  f r o m
t he f i nanc i ng  o f  new cons t ruc t i on  p ro j ec t s :  AFUDC and  CW I P.

i

**6 27. The first approach, AFUDC, capitalizes the carrying charges during the
construction period, but no payments are made by the customers during construction.
Carrying charges are collected from customers under AFUDC when the completed plant

8
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goes into operation, gets included into the rate base, earn a rate of return on
investment and are depreciated over the life of the plant. As such, under the AFUDC

approach, customers tend to pay a higher rate when the project gets included in the
rate base, than if the carrying charges were recovered during the construction
period. This is because upon completion, both the direct cost of the plant and the
capitalized AFUDC are then added to rate base and earn a return.

28 . The second approach is to include the construction financing as CWIP in the
rate base, whereby the utility recovers the carrying charges on a current basis

through a rate of return on investment applied to CWIP, and the carrying charges on
the construction investment are not capitalized during the construction period.
Without CWIP, a utility must invest not only in the direct cost of the facility,
but also the carrying charges associated with the direct costs of construction,
during the period of construction.

29. As we stated in order no. 298, " the CWIP issue is principally concerned with
time: for the company, a choice between cash receipts today and larger cash
receipts in the future; for the company' s customers, a choice between paying higher
prices now and paying even higher ones tomorrow." WM" Under the AFUDC approach, the
utilities ' future revenues and the customers' future electric bills are higher than
they would be if CWIP had been included in the rate base. we have found that for
large projects, the result under AFUDC could be a future rate increase that is both
large and sudden, once the project goes into operation, thus producing a " rate-
shock." [FN20]

30. In Order No. 298, the Commission acknowledged that CWIP in rate base would be a
less costly solution to cash flow inadequacy than an increased rate of return,
since CWIP results in a lower future rate base than if the cost is recorded as
AFUDC, and thus, future rates to customers would be lower. Conversely, an increased
rate of return is more permanent, and does not lower the future rate base and
future rates.

31. The Commission also found that inclusion of CWIP, if certain conditions were
met, was in the public interest because it properly balanced the need for companies
to recover carrying costs in a timely manner with the Commission's cost
responsibility principle, while reducing the rate impacts of new transmission
projects on customers.[Fn21]

32 . The Commission did not make a finding that S0 percent; CWIP in rate base was an
' incentive rate, ' comparable to other incentive rates outlined in the proposed
Pricing Policy, and as Parties aver. We therefore reject Parties' request that
Boston Edison be required to choose between ' incentive rates, ' since CWIP
inclusion in the rate base is not an incentive rate, but inter alia, intended as a
modest offset to the bias against new investment.man]

**7 33 . The commission did, however, outline several conditions to the inclusion of

CWIP in rate base. First, Commission staff and interveners must be able to review
the prudence of construction and related costs that may be included in the rate
base. One element of this prudence standard is the comparison of costs of
alternative plans, along with technical and economic assumptions. We find that
Boston Edison has made a sufficient demonstration that the 345 kV project is the
most economical solution to this particular reliability problem. We therefore
permit Boston Edison to include 50 percent CWIP in its rate base for the 345 kV
project. We further find that Boston Edison has justified the need for the other
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future transmission projects listed in its long-term plan (long term transmission
projects) , and that there is no concern for a " double whammy" Hun] with the long
term transmission projects as outlined in Exhibit BE-10. However, we note that
there may be some uncertainty with respect to the long term transmission projects.
Therefore, we will require Boston Edison to file an annual report updating the
Commission on the status of the long term transmission projects, containing an
updated needs assessment, timelines, costs and alternatives, and updated in-service
dates for these projects.

34 . Parties' protest that the disparity between the increase in the LNS rate for
2005 as a result of the CWIP proposal and the increase in rate base *62467 from the
inclusion of CWIP is misplaced. Boston Edison's Exhibit BE-5 clearly demonstrates
that they've properly applied the return and taxes components in their formula to
include 50 percent CWIP, as well as the FERC Assessment and Security Costs, as
discussed further.

35. Pursuant to the conditions under 18 C.F.R. § 35.25 for accepting 50 percent
CWIP in rate base, a company must discontinue the capitalization of any AFUDC
related to those corresponding amounts of CWIP in rate base. Boston Edison has
f iled several exhibits demonstrating that it will not recover any capitalized AFUDC
that is related to the portion recovered under CWIP. [91124]

36. As part of the condition for approval of CWIP treatment, a company must also
propose accounting procedures that ensure that there is no duplicate recovery of
CWIP and corresponding AFUDC capitalized as a result of differing accounting or
ratemaking treatments by state or local authorities through the use of CWIP. Boston
Edison's proposal demonstrates that for ratemaking purposes, these facilities are
exclusively Commission-jurisdictional facilities, with no ratemaking overlap of
state or local concerns . Therefore, we find that Boston Edison has sufficiently met
this burden.

37. Boston Edison requests waiver of the requirement: in section 35.25 for the use
of estimated allocation ratios (in which case the CWIP in rate base component would
be allocated differently that the non-cwIp component) . Boston Edison explains that
its proposed allocation of CWIP is based on actual average usage using FERC Form 1
accounts, and is consistent with prior Commission orders. mms] Further, Boston Edison
alleges its formula rate contains a true-up provision which would also apply to the
CWIP component, and would refund, with interest, any over col lection.[14126]

**8 38. We find that the Commission's requirements on forward-looking allocators
does not apply in Boston Edison's case. Here, Boston Edison already has mechanisms
in place that assure allocators based on actual wholesale customer usage. Any
return revenues based on a misstated CWIP are subject to annual true-up and refund
with interest pursuant to the Commission's provisions in 18 C.F.R. § 35.19(iii)(A)
and as stated in Boston Edison's OATT.

2. FERC Assessment

39. Boston Edison is modifying the allocation method for assigning FERC Assessments
due to the change in the Commission's 582 reporting requirements pursuant to Order
No. 641 issued in Docket No. RM00-7-000. lnxz7l The new regulation provides that annual
charges will be assessed to public utilities that provide transmission service
based on the volume of electricity transmitted by those public utilit ies. The
regulation thus will result in the Commission now assessing annual charges on
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transmission rather than, as previously, assessing annual charges on both power
sales and transmission. However, the current methodology of assigning FERC
Assessments under Boston Edison's existing transmission formula rate structure does
not recognize FERC Assessments as 100 percent transmission-related costs . Thus, we
find that Boston Edison has correctly made a revision in the formula rate structure
which is necessary to properly assign and recover these charges as purely
transmission costs . [p'n2e]

3. Security Costs

40 . Boston Edison is revising its formula rate structure by assigning a portion of
its Intangible Plant Account 303 to the transmission function. Boston Edison states
that it incurred a considerable amount of capitalized software costs in order to
comply with the Commission's mandate to safeguard the reliability and security of
its transmission system. Accordingly, Boston Edison is seeking to recoup the
Intangible Plant costs in Account 303 under the transmission formula rate structure
as it relates to transmission. Consistent with Commission policy, we will accept
Boston Edison's proposed treatment of its Intangible plant costs in Account 303.[mum

The COMMiSSiOn orders:

Boston Edison' s proposed rate treatment is hereby accepted for filing to become
effective January 1, 2005, subject to Boston Edison filing annual reports of its
long-term transmission plan, as discussed in the body of this order.

By the Commission.

(SEAL)

Linda Mitty,
Deputy Secretary .

FN1. FERC Electric Tariff, Second Revised Volume No. 8.

FN2. 16 U.S.C. § 82nd (2000) I

FN3. ISO New England, Inc. , 106 FERC 961,280 (2004), order on reh'g and accepting
partial settlement, 109 FERC 11 61,147 (2004) (collectively, RTO-NE Orders) .

FN4. Docket no. pL01-6-000.

FN5 o Exhibit BE-2 1

FN6. Exhibit BE-8, Section 1.1.1.

FN7 . As filed jointly by ISO-NE and New England Power Pool (NEPOOL) on January 28,
2003, in Docket No. ER02-2330-008.

FN8. Exhibit BE-8, Section 4-5, and Appendix A.

FN9. Exhibit BE-11, Section 14.2.5.

FN10. see Boston Edison Company, 91 FERC 11 61,198 (2000); Boston Edison's FERC
Electric Tariff, Volume No. 8, Section 1.3.
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FN11. See Boston Edison Exhibit BE-2 at 4-5 .

FN12. 18 C.F.R. § 35.25 (2004).

FN13. Construction Work In Progress for Public Utilities; Inclusion of Costs in
Rate Base, Order No. 298, 48 Fed. Reg. 24,323 (June 1, 1983) , FERC Stats. & Regs.
30,455 (1983) , order on reh'g, Order No. 298-B, 48 Fed. Reg. 55,281 (December 12,
1983), FERC Stats. & Reps. 11 30,524 (1983).

<1

FN14. Regional Transmission Organizations, Order No. 2000, 65 Fed. Reg. 809
(January 6, 2000) , FERC Stats. & Reps. 1] 31,089 (1999) , order on reh'g', order No.
2000-A, 65 Fed. Reg. 12,088 (February 25, 2000) , FERC Stats. & Regs. 'J 31,092
(2000) , petitions for review dismissed, Public Uti l ity District No. 1 of Snohomish
County v. FERC, 272 F.3d 607 (D.C. Cir. 2001) »

FN15. Proposed Pricing policy for Efficient Operation and Expansion of Transmission
Grid, 102 FERC 11 61,032 (2003) (Proposed Pricing Policy) .

Fn16. 18 c.F.R. § 35.13(h) (2004).

(citing Texas Eastern Transmission, LP, 108FN17
FERC n

See Boston Edison's filing at 9
61,192 at P 11 (2004)).

.¢

FN18. Citing southwestern Electric power Co. , 36 FERC 1] 61,081 at 61,201 (1986) and
Maine Yankee Atomic Power Co., 66 FERC 11 61,375 at 62,252 (1994).

FN19. Order No. 298 at 30, 494 .

FN20. Id. at 30,499.

FN21. Order No. 298 at 30,497; see also 18 C.F.R. § 35.25 (2004).

FN22. Order no. 298 at 30,498.

FN23. See, e.g, 18 C.F.R. § 35.25(c) (4) (2004) and Construction Work in progress
Anticompetitive Implications, Order No. 448, 50 Fed. Reg. 7,774, FERC Stats. &
Rags., Regulations Preambles 1986-1990 9 30,689at 30,147 (1986) , order denying
reh'g, 35 FERC 9 61,328 (1986) . (ClIp-induced double-whammy is where an electric
rate customer participates in a construction program to supply itself with all or
part of its electric power needs, thereby reducing its future reliance on the CWIP
of the public utility applying for CWIP treatment, but is simultaneously forced to
pay the public utility's CWIP on a generation service that the customer will not
benefit from due to future self-supply) .

I

Fn24. See, e.g., Boston Edison's Exhibits` BE-2 at 4-5, BE-6.

FN25. See ATC Order.

FN26. Boston Edison OATT, section 7.

FN27. Revision of Annual charges Assessed to Public Utilities, order no. 641, 65
Fed. Reg. 65,757 (November 2, 2000)I FERC Stats. & Regs. 'J 31,109 (2000)• 8

5

o 2007 Thomson/west. No Claim to Orig. U.S. Govt. Works .
i

1



109 FERC P 61300, 2004 WL 2945045 (F.E.R.C.) P age 10

FN28. Under the current formula rate structure Boston Edison allocates FERC
Assessment Expense in Account 928 on the basis of the ratio of Transmission Plant
(plus associated general plant) to Total plant in Service.

FN29. Extraordinary Expendi tores Necessary to Safeguard National Energy Supplies,
96 FERC q 61,299 (2001)•

109 FERC P 61300, 2004 WL 2945045 (1='.E.R.c.)
END OF DOCUMENT
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Texas public Utility Commission
" st' El§99'1~" Qgsder on==»sehé8§i&"ig $;8;ptemb 19. 1

APPLICATION by electric utility for a $442.35 million (10.2%) rate increase;
granted, including a $669.4 million increase in base rates, offset by a $235.8
million decrease in fuel rates. Commission also authorizes a 13.2% rate of return
on equity and an 11.05% overall rate of return. Order rests primarily on rate base
issues associated with the Comanche Peak nuclear generating station unit 1. A total
of $1.38 billion in Comanche-related costs is disallowed, upon a finding of
imprudence on the part of the utility Io overseeing the plant's construction and in
repurchasing from minority owners a 12.2% share of the plant. Litigation costs
incurred in the repurchase process likewise are disallowed, as is the cost of
nuclear fuel also repurchased from the minority owners, to the extent the price
exceeded market value. with respect to prudence issues, the commission noted that
the mere opening of a utility's construction records to inspection does not create
a presumption of prudence, and that a subcontractor's imprudence may be imputed to
the utility if the utility fails to supervise the subcontractor's work.

t Rh r h .. $z=,=bi1;u04 s all t t
r9gr_to protect the I
tween units l and at

(Publication page references are not available for this document.)

133 P.U.R.4th 604, 17 Tex. p.U.c. Bun. 2057, 1991 WL 354928 (Tex.P.U.C.)
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progress CWIP) go aunt in Q 1ty"s 1a1 4nte9Et and
all costs plant be e allocated so1e1y~ to uNit 1 The
utility is instructed to obtain a private letter ruling from the Internal Revenue
Service as to whether accelerated amortization of investment tax credits (ITch)
resulting from the repurchase might violate normalization accounting requirements.
Finally, the adoption of performance standards for the plant is severed and made
the subject of a separate docket. with respect to depreciation and deco~~missioning
issues, the com~ ~ission approves a 40-year average service life for lignite-fired
generating plants, despite a 35-year average lignite reserve. A 43-year average
life is adopted for oil- and gas-fired units. A zero net salvage value is accepted
for land rights associated with all generating plant. Estimated deco~~missioning
expense is to be reviewed every five years and is made inclusive of a 25%
contingency factor, a as escalation rate, and a 6% interest rate. Decommissioning
is to use the DECON method rather than either the ENTOMB or SAFESTOR8 method.
Contested nor fuel expense issues related to income taxes, future refueling costs,
dues, donations, advertising, company vehicles, and uncollectible. The com~~ission
rules that no benefits would be gained by requiring the utility to file a
consolidated income tax return. Moreover, it accepts hypothetical income tax
calculations. But it disallows any tax expense or benefit associated with
underlying expenses that are disallowed. The utility is authorized to claim in its
current cost of service the costs of plant outages and associated refueling where
the outage is planned for the future but before the utility's next rate case. The
majority of professional organization dues, including those to Edison Electric
Institute (EBI) are allowed. The bulk of charitable contributions and advertising
costs, including institutional advertising, likewise are permitted. The commission
allows costs associated with an employee's personal use of company vehicles, to the
extent that such use reduces monetary compensation that might otherwise have been
paid. But the utility is directed to cease its practice of allocating
uncollectibles only to residential and small com~ ~ercial customers and to allocate
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(Publication page references are not available for this document.)

P age 175

financial integrity would remain the same as it was in 1988 and 1989 even if the
staff's prudence disallowance was adopted and no CWIP were included in rate base.

nucor also argues that no quantification has been showing whether the benefits
ratepayers may receive from reduced capital costs from the inclusion of CWIP in
rate base would be greater than the increased rates that the inclusion of CWIP
would cause .

F i n a l l y ,  N u c o r  a s s e r t s  t h a t  t h e  C o m p a n y ' s  p r o p o s e d  i n c r e a s e  i n  i t s  c o m m o n
d i v i d e n d s  i n d i c a t e s  t h e  f  f a l s i t y  o f  t h e  C o m p a n y ' s  c l a i m  t h a t  i t s  f i n a n c i a l  i n t e g r i t y
i s  i n  j e o p a r d y .

5. Staff's Position

bars t rate ineiqase 'ii q'Ea£§.'§"- $3 0 9133 4 .pru§qqcg ;disa119vganee 16g9
_ e,. J., .9r====.. Q .. 'ir.1<= .

of $792,612,500 of Unit kg CHIP :Lm rate.baéglif g§§§.f_1.s"_d_i'. a1_§owadqe is a`ppro'y§d.'

| reé=9,i'w¢l4d 'g
Comanche peak Unit 1 is apP!7Qyed..,Speci;'§,*c;§.l1y_,I

Staff witness Kent Grant_rec§mm§lnde_d'7inhlqsi§ix-_'6§ 3`_3ti'§€i'3§ier1!=. amount of .pr;1dent; 1
Comanche peak Unit, 2 -CHI? in,ra&e' ba59'__f:.o €qhiéx;e_,t_§é,C9inpgiu@!é..§u11 req4est:ed_;_Q,,3

"i3389". :we .9 . WE _4
. .=e¢°mm°n~ded. \=h¢ j i w l v v i w

~r/l 'T

GraNt testified that: -the, Combariy' s _i°pquebte§` 39-.2,'per'éent rate increase ;is-.
necessary' .to maintain the Compa;ny's,;inancfa1 -integ15_:Lt§}. Even lwith that ingr_ease,
he opined, the Company-'s f inancial ratiog,wy1§ _be weaJg_relati_ve to industry _
avez'ages_e\gnd other BBB z114g_J,ear.luti§l.it_iQp_.

Mr .

1-écording to
previously

p Mr. Giant.
adopted »bythe~ s_,:. 4. _ .

exceptional qircumstaipceé éxisr.for; t1ig_ilpc1§;si94' 0g
criteria are -that the' utility-_ hév'é :

rho *Q64é=i1v=i»és=i1'HE n§4=p1'.;W3f,n4¢ thfge. <#i.§és8*8"
Goln\numiBB_,ipn,_-iq -Dock§.t _go*°s7§5~, .-£9r determining whether

Et -CWIP in'q:ate base. Those .-

a bond rating reductionBb1°lw.uhe Sing1e lK level-fegégée of_ 4 significant balance
of construction work inprpsre88:

a construction Eo net.p1a;1t' _r.atio i_n excessl§f xhé :l.hdus§r§ §\ier.age; and

cash flow coverage and common stock divide5;¢3s_ be1ov1,the-§.ndustry aver§.ge_..

In Mr. Grant:'s view, TU Elect r ic meets the f i rst  and third e lements of  the test
because the Company's bonds have already been downgraded below single~A and its
cash coverage of common dividends is significantly below the industry average.

Mr. Sr-int acknogr1ed9éd,t.hat Bib recqxini1eedetiod,1i:9u;|.d .̀_reg 1§: i n  h i gher  ra tes f or  TU
Electr ic customers in the neer4term, buy:

lower capital costs, and glue. 9Li4inqtiqg of 't:§e__§.9.9:5u§1_;9f .1\8unc on

recommended"prudence write-off) _

re 4
'in his dp{.zi:l.on.the inclusion of Unit 2-

corr in rate bale would result :in significant ,l̀ §ng_-j:erm_sa.v:Lngs_ to r_etepeyers from
. - 9 b h 1 _0ullj-tl2_ge

further conceded that the Golnnpanncy would maintain an investment grade bond rating
and continue paying common dividends even without including GIIP in rate base,
under staff's case (including she£fls_ ___ ____ _p _ . But,
Grant testif3.ed..the nfénrgiN -Qf_~sa'{éty &o1.'§.8'55'é:t:h'ln--.5Ed. any-adverse occurrence
could cause the Company to. 1Q_§e its inVeptaiiént grade credit' rating and its .ability
to raise_ capital .

¢1l*;lnr* ¢

Mr. Grant provided a table which compares the effect: upon the Company's financial
indicators of approval of: the Company's base case; the staff's case including
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'163 The
r her tgggn
attendant

For the reasons discussed in
accumulated depreciation reflected
reasonable.

164. I t

Comanche

165. For the
adjustment to

167. As
service as

161
plant

160. The Company's requested $7,726,4'76,089 test year end balance
service, its negative $214,599,279 adjustment: to remove 82.569
Unit 4, and its negative $140,458 adjustment for water rights
electric plant held for future use are reasonable.

- F. 3 'CB§ " "§ 're 1r
-A. "-. 'ri .I ,

162. The Company identi fied, quanti fied, and matched all
inclusion of Comanche Peak Unit 1 into plant in service

(Publication page references are not available for this document.)
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held for future
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For the reasons discussed
in service reflected in

shown in Section 1x.c. of this report,
reflected in Schedule IV attached to

is reasonable
Peak Unit 1.

Yf11='»§411yf>'=~B

a s . " o f  t

reasons discussed in section 1x.B.,
accumulated depreciation should not

discussed
use shown

84:

to allocate 100 percent of the cost of common plant to

in section 1x.A. of this
Schedule IV attached to the

Section IX.D. of this Report, the
Schedule IV attached to the order

Section IX.B. of this report, the amount
in Schedule IV attached to the order is

ant ten
opeyatm ncje

test Ar adtl tmgpg to
a l l

i.n§11¢

TU Electric
the order.

OPC ' s recommended
be approved.

an

Pa@
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as of test

r e p o r t  I

order

1 Eng common

1
of the S

had total net plant: in

of plant in
percent of Sandow

reclassified to

t h e
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as Unit
tea fer

impacts
year end.

amount for
reasonable 0

amount for
is reasonable.

$224,041,175

Page 456

for

of the

1
321
-2

;
-

1

a

8

.

28
$31;i3
8
4
4

.8
4
s

3
' I

E

8

1

.=
1

4

g
I
t

4
5

4

a

FT

\

4
.2

go
~1

Company's
order i s

capital
and should

17o. The amount for materials and supplies in the
allowance reflected in Schedule IV attached to the
be approved, for the reasons discussed in Section IX.F.1. of

working
reasonable
this report .

171. The Company's requested $24,677,163
inventory of 1,820,183 tons is reasonable.

working capital al lowance for lignite
4
I.

172. A fuel oil inventory of
of $43,578,782 is reasonable.

1.7 mill ion barrels and a working capital allowance

173 o
nuclear

For the reasons discussed in
fuel reflected in Schedule

Section IX.F.2.c. of this Report, the
IV attached to the order is reasonable.

amount of

3
4

3

3
I
s

2
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Texas Public Utility Commission
18,ugU t 'z 1 9 order o reheat gas "

APPLICATION by electric utility for a $442.35 million (10.2%) rate increase;
granted, including a $669.4 million increase in base rates, offset by a $235.8
million decrease in fuel rates. Commission also authorizes a 13.2% rate of return
on equity and an 11.05% overall rate of return. Order rests primarily on rate base
issues associated with the Comanche Peak nuclear generating station unit 1. A total
of $1.38 billion in Comanche-related costs is disallowed, upon a finding of
imprudence on the part of the utility in overseeing the plant's construction and in
repurchasing from minority owners a 12.2% share of the plant. Litigation costs
incurred in the repurchase process likewise are disallowed, as is the cost of
nuclear fuel also repurchased from the minority owners, to the extent the price
exceeded market value. with respect to prudence issues, the commission noted that
the mere opening of a utility's construction records to inspection does not create
a presumption of prudence, and that a subcontractor's imprudence may be imputed to
the utility if the w"vm supervise the subcontractor swork.
A s t Other woman i sues l " "§§5 8149894 `in _§' ms c " `
pf¢"jp¢ cm:

133 PUR4TH 604

133 P.U.R.4th 604,17 Tex.p_U_C_ Bull. 2057, 1991 WL354928 (Tex.P.U.C.)
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N tween 'units are ailocateds 1é 1 The
utility is instructed to obtain a private letter ruling from the Internal Revenue
Service as to whether accelerated amortization of investment tax credits (ITch)
resulting from the repurchase might violate normalization accounting requirements.
Finally, the adoption of performance standards for the plant is severed and made
the subject of a separate docket. With respect to depreciation and decommissioning
issues, the commission approves a 40-year average service life for lignite-fired
generating plants, despite a 35-year average lignite reserve. A 43-year average
life is adopted for oil- and gas-fired units. A zero net salvage value is accepted
for land rights associated with all generating plant. Estimated decommissioning
expense is to be reviewed every five years and is made inclusive of a 25%
contingency factor, a 5% escalation rate, and a 6% interest rate. Decommissioning
is to use the DECON method rather than either the ENTOMB or SAPESTOR8 method.
Contested nor fuel expense issues related to income taxes, future refueling costs,
dues, donations, advertising, company vehicles, and uncollectibles. The commission
rules that no benefits would be gained by requiring the utility to file a
consolidated income tax return. Moreover, it accepts hypothetical income tax
calculations. But it disallows any tax expense or benefit associated with
underlying expenses that are disallowed. The utility is authorized to claim in its
current cost of service the costs of plant outages and associated refueling where
the outage is planned for the future but before the utility's next rate case. The
majority of professional organization dues, including those to Edison Electric
Institute (BEI) are allowed. The bulk of charitable contributions and advertising
costs, including institutional advertising, likewise are permitted. The commission
allows costs associated with an employee's personal use of company vehicles, to the
extent that such use reduces monetary compensation that might otherwise have been
paid. But the utility is directed to cease its practice of allocating
uncollectibles only to residential and small commercial customers and to allocate
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g
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star£'s recommended prudence disallowance but excluding CWIP; and a 40 percent
reduction of the Company's base case request. The table shows that if TU Electric's
base case is approved, the Company's indicators for pretax interest coverage, AFUDC
as a percentage of common equity, internal cash generation as a percentage of
construction, and cash coverage of common dividends will improve from 1991 to 1993.
The table also reflects that if the staff's case without CWIP included in rate base
is approved, the Company's indicators will remain at approximately their 1988 and
1989 levels. Finally, a 40 percent reduction to the Company's request causes the
indicators to turn downward.

6. OPC's Position
s

4

3

\

I

3
C

OPC witness Carol Szerszen suggested that the Company finance its construction
program by eliminating common dividends rather than by seeking CWIP in rate base.
TU Electric responds that if Dr. Szerszen' s recommendation were adopted, the
company would be cut off from the equity and debt markets. Moreover, Dr. Hadaway
testified that even if the Company eliminated common dividends, the Company would
not be able to meet debt issuance restrictions in 1991.

7. Examiners' Recommendation

As noted above, the examiners recommend that sufficient CWIP be included in rate
base to allow the Company to recover up to 80 percent of its requested rate
increase.

3
8
8
3
4
I

The evidence shows that: the ratepayers will benefit if the Company's capital costs
are kept low by the improvement of the Company's financial integrity. However,
these savings are not quantified with sufficient certainty to permit the examiners
to determine whether the benefits outweigh the increased rates that would result
from the inclusion of CWIP in rate base.

Including CWIP in rate base may appear to offset any prudence disallowance and
require the ratepayers to indemnify the shareholders. However, in reality, the
inclusion of CWIP in rate base does not of_faet a prudence_'disa11owance. Instead, it
reflects a po].icy determination that in order the~§OMp§ny's financial
integrity so that thelutility may. continue . .. relinable* service the
ratepayers should pay now what they would econ pay. anyway _but in .greater amounts.

ltd' so,ve~
*. 4 -we ' .r u

tO prqvl-df...
1

I

1

\

remove incentives to maintain efficiency, the eiarjinqrs ind that the Company's
acce ss .  t o  the v ". -vI- ' ;\ .

is_vit:a1 t:o~the preservajziciN of~ i°e1iab1e uti1i'tiYI_se;:~v_;Lc~__, In addition, 'TU ElectriC
` 'The Company .

q

x

4

Although the examiners agree that the inclusion of CWIP in rate base tends to

capital markets during the ~final'phas§s O§;itg gpnstruQtion program

has met 'the legal requirements _for inclusion 6% Ami? in rate base,
meets fwd of the three requirements for inc1usion;Of.cmIp in rate 'base.

Finally, although the Company did not present the details of its request for the
inc lus ion of CWIP in rate base in the its  rate f i l ing package and its r e f i l e d
d irec t  tes t imony,  the  Company d id  ind icate  in  i ts  in i t ia l  f i l ing  that  i f  the
parties' prudence recommendations were adopted, the Commission would be required to
consider the inclusion of CWIP in rate base. The Company presented its request in
supplemental rebuttal, after the magnitude of the other parties' recommended
prudence disallowances were known. Although Cities' argument that the Company is
barred from asserting this request by its own failure to make the request in its

4
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Mr. Pendleton, a partner in Arthur Andersen and Company, performed a review of the
budget or financial forecasting system and procedures used by the company to develop
the projected net operating income and rate base. Mr. Pendleton followed the AICPA
'Guide for a Review of a Financial Forecast' in reviewing the company' s forecast.
Based on his review, Mr. Pendleton concluded that 'the financial forecasting system
used by Tampa Electric conforms with relevant professional standards, is adequate
for its purpose, is complete and logically well founded, and can be relied upon to
produce consistent, reliable results. ' He did indicate, however, that the accuracy
of the simulation of the financial results could be affected by the degree to which
the key assumptions varied from actual data. It was his opinion that the key
assumptions 'were developed in a reasonable and prudent manner. ' Mr. Pendleton did,
however, suggest some improvements that he felt would enhance the company' s system.
Mr. Pendleton reviewed either the overall assumptions or the application and
derivation of those that were developed as they worked their way through the budget
process. He also felt that the information to evaluate the company' s projections
was available, but that the MFRs may not have contained the details in a format that
would be helpful.

We find that the company's rate base, net operating income, and capital structure
are generally based upon reasonable projections and assumptions and that the
methodology employed by the company also appears to be reasonable. There are,
however, certain areas where we question the reasonableness of specific projections
and assumptions. These areas will be identified and addressed as separate issues.
Except for these specific areas, the evidence presented demonstrates that the
assumptions and projections relied upon by the company in presenting its 1982 test-
year data are reasonable and may be relied upon as a basis for setting rates.

Mr. Johns adopted Mr. Rowe' s testimony concerning the development of the 1982
operations and maintenance budget, the projected income statement, and the projected
balance sheet. Mr. Johns testified that these items are projected based on
information supplied by others in addition to amounts that were actually prepared
under Mr. Rowe' s supervision.

4 9 P.U.R.4i;1'1 547
49 P.U.R.4th 547
(Publication page references are not available for this document.)

Mr. Taggart discussed the company's plans for financing its construction program
and the concepts and methodology associated with the forecasting of financial data
for the company' s projected capital structure. His role in the budget process was
to project the amounts, timing, and cost rates of the projected financing.

P a ge  10

q

Although the test year is projected, the new rates authorized herein wi l l  be
effective during 1983 . we must, therefore, consider whether an attrition allowance
i s necessary in order to provide adequate rates for the period of time they wi l l  be
i n  e f f e c t . As discussed later herein, an attr it ion a l lowance is , in  fac t ,
necessary.

VI . Rate Base

-x

I

1

To establish the company's overall revenue requirements, we must determine the
value of its 'rate base, ' which represents that investment on which the company is
entitled to earn a reasonable return. A utility's rate base is comprised of
various components. These include: (1) net utility plant in service, which is
comprised of plant in service less accumulated depreciation and amortization, (2)
total net utility plant, which is comprised of net utility plant in service,
construction work in progress (where appropriate) and plant held for future use,
and (3) working capital.

Tampa Electric Companyhas submitted a proposed jurisdictional rate base of
$l, 199, 655, 000. Evidence developed during the course of the proceeding has led us
to reduce that amount to $1, 058,309, 000. Our adjustments are set forth as follows:

;~

s

Per Company Adj us tent s As Adjusted

© 2007 Thomson/west. No Claim to Orig. U.S. Govt. Works.

l l lluull al

1



The amount of plant in service originally proposed by the coulpamy is
$1, 070,316,000. Included in this amount is $64,213 for artwork purchased by the
company. The parties have agreed that the artwork should not be classified as
utility plant in service. We agree. Utility plant in service should be reduced to
$1,070,252,000.

F.
G.

net plant in service is comprised of utility plant in service, less accumulated
depreciation and amortization. We find that the appropriate amount of net utility
plant in service for the test year is $780,704,000, based upon $1,070,252,000 of
utility plant in service and $289,676,000 of accumulated depreciation and
amortization .

The amount of accumulated depreciation and amortization originally proposed by the
company is $290,530, 000. This amount is based upon the application of depreciation
rates equal to those proposed by the company in Docket No. 820071-EU. We have
determined, as reflected later in this order, that the depreciation rates approved
in Order No. 11074 should be used in this case. The depreciation rates approved in
Order No. 11074 were slightly lower than those proposed. This results in a
reduction of accumulated depreciation of $852, 000 for the test year. The company
also included $2,000 of accumulated depreciation on the artwork that we have
removed from utility plant in service. This amount should also be removed from
accumulated depreciation. We find that the appropriate amount of test-year
accumulated depreciation and amortization is $289,676,000

A. Utility Plant in
Service

B. Accumulated
Depreciation and
Amortization

D Consiizuct

Service x 000
W1~ ,-zgggztzliéo Mar . 4

ii; 9 1334? xi; i=
E.

49 P.U.R.4th 547
49 P.U.R.4th 547
(Publication page references are not available for this document.)
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0
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Future Use

Net: Utility Plant
working Capital

Total Rate Base

Net Utility Plant in

Property Held for

Accumulated Depreciation and Amortization

net Utility Plant in Service

Utility Plant in Service

pro

$1, 199, 655, 000

$1,072,277,000
127,378,000

$1,070,316,000

(290,530, 000)

A

11,S87, 000

CHI?

(141,346,000)

(121,369,000)
(19,977,000)

$ '799¢1»~\

(16,000)

(64,000)

854, 000

000

$1,058,309,000

$l,070,252,000

(289,676,000)

$950, 908, 000
107,401, 000

11, 571,000
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[1] The company's investment in plant under construction can be accounted for by
either of two methods. An allowance for funds used during construction (AFUDC) may
be applied to the balance to be capitalized and later recovered through depreciation
charges once the plant is placed in service. when this method is chosen, the
financial statements of the company reflect paper income 'credits' associated with
AFUDC, but the utility realizes no current cash earnings from the investment in
construction work in progress.

Alternatively, CWIP may be included as a portion of rate base. Where this
treatment is allowed, CWIP generates cash earnings, which provide cash flow and
increase coverage ratios. Of course, no AFUDC is taken on that portion of CWIP

4
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which is included in rate base.

In recent cases, we have recognized that both proponents of the inclusion of CWIP
in rate base and those who resist inclusion have advanced arguments having merit in
support of their respective positions, and those arguments have been repeated in
this case. Where necessary to provide and maintain adequate financial integrity, it
has been our policy to include what we deem to be an appropriate amount of CWIP in
rate base for the purpose of increasing cash flow and coverage ratios, and
decreasing the percentage of earnings comprised of AFUDC, on the conviction that the
resulting strengthened financial integrity of the utility would lead to a lower
cost of capital. It follows, however, that only that amount of CWIP needed to
assure adequate financial integrity should be placed in rate base. This criterion,
and not the company's effort to arrive at an amount representative of future
balances, will govern our decision.

Tampa Electric Company has requested that $280, 904, 000 be included in rate base
for CWIP. This amount represents the projected average amount of CWIP for 1982 ,
plus one-half of the company's projected cash outlay for the construction of Big
Bend Unit No. 4 in 1983 .

Mr. Culbreath, TECO's president, testified that with the start of construction on
its Big Bend Unit No. 4 in November, 1981, TECO's financial future changed. Mr.
Taggart, TECO's chief financial officer, amplified on this fact, stating that in
order to accommodate new customers and to continue service to existing customers,
the company would have to invest approximately $1.1 billion over the next five
years. He added that without a sufficient level of CWIP in the rate base, TECO's
cash flow, interest coverage, and credit rating would deteriorate, which would, in
turn, increase the company's cost of capital, while at the same time require even
greater amounts of outside financing.

Mr. Jeffries, one of the com~ ~any's cost of capital witnesses, testified regarding
several aspects of the AFUDC-CWIP issue. He stressed that a major concern of
investors is the quality of earnings as represented by the amount of cash flow.
Investors recognize that noncash earnings represented by AFUDC cannot be used to pay
interest expenses and, therefore, they tend to discount coverages that include
large amounts of AFUDC. Mr. Jeffries said that the financial integrity of a
utility company becomes weaker as the nonearning assets become larger, unless an
offsetting higher return is achieved on the assets earning a return. He stated that
when regulatory bodies do not permit earnings on all investments, a company's
financial integrity is in jeopardy and for that reason investors tend to regard
such companies as having greater risk.

Mr. Walker, partner in the firm of Arthur Andersen and Company, also testified
that, without an adequate regulatory response to its circumstances, Tampa Electric
faces deterioration of its debt and preferred stock ratings and a lower evaluation
of its common stock shares, at the very time it must finance its heavy construction
program. These conclusions were based on the results produced by Tampa Electric's
financial integrity study .

In order to determine the impact of the company's construction program on its
financial integrity, the company prepared a financial integrity model which shows
the projected effects of varying levels of rate relief on critical measures of
financial integrity in the years 1983, 1984, and 1985--the years of large
construction expenditures for the company. Mr. walker testified as to how the
model makes the calculations which project the company's income statement and
balance sheet for future years. with these projections, the model than computes the
critical measures of financial integrity for 1983, 1984, and 1985. These measures
include pretax interest coverage, the internal funds generated as a per cent of
construction expenditures, earnings per share, AFUDC as a per cent of return to
common, cash earnings per share, dividend safety, and return to common. The
financial integrity model projections were tested by performing a sensitivity
analysis of the key assumptions. From these tests, Mr. Walker concluded that the
amount of the company's increase requested is appropriate to avoid deterioration of
its financial integrity.

© 2007 Thomson/west. No Claim to Orig. U.S. Govt. Works.
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Mr. Taggart testified as to the results of the company's financial integrity study
which included CWIP in its rate base. He described three scenarios employed for
the purpose of his analysis. In the first scenario, no CWIP was included in rate
base. In the second, only the projected average of CWIP outstanding in 1982 was
included and no attrition was granted. In the third scenario, the full amount of
CWIP requested by the company was included. In all three of these scenarios, it
was assumed that, with the exception of the treatment given CWIP, the company's
rate request was granted in full, including its requested 18.6 per cent return on
equity. with regard to the first scenario, Mr. Taggart testified that TECO's
interest coverage ratios, percentage of construction funds generated internally
AFUDC as a percentage of the balance available to common stock and earned return on
equity would deteriorate sufficiently that the company's present AA bond rating
would be downgraded, and the completion of its construction program would be
jeopardized. In his second scenario, Mr. Taggart said that TECO's earned rate of
return on equity would fall to 15.93 per cent in 1983 and to 12.75 per cent in 1984
Interest coverages would decline from 3 .24 in 1983 to 2 .40 in 1984 and would be
below the minimum required for the company's current bond rating. Additionally
internally generated funds would be only 33 per cent in 1983 and 34 per cent in
1984, while AFUDC as a percentage of the balance available to common equity would
increase from 23 per cent in 1983 to 45 per cent in 1984 Of the three scenarios
only in the third, in which TECO is granted its requested amount of CWIP of
$280, 904, 000, did Mr. Taggart consider that the financial indicators of the company
would allow it to maintain its present financial integrity

Also in regard to CWIP, Mr. Brennan, a cost of capital witness for the company
discussed bond ratings and the criteria used by the rating agencies. He stated that
if AFUDC income constitutes a large part of a company's total income, the result
would be a lower quality of earnings and coverage levels, and that even a coverage
level which appears to meet the criteria for a given rating will not result in that
rating because of the inclusion of AFUDC. This is particularly true, he stated, if
the AFUDC income is expected to increase, which is the case of Tampa Electric with
its present construction program. Without a cash return on CWIP, Tampa Electric
would have a large and growing amount of AFUDC income, a poor quality of earnings
and lower coverage. This, in Mr. Brennan's opinion, would lead to a downgrading of
the company's securities

Mr. Jeffries testified concerning a study he directed which quantified the impact
on the cost of capital of AFUDC because of excluding CWIP from the rate base. He
concluded, based on his study and investment experience, that a one per cent
increase in the cost of common equity and a one-half per cent increase in the cost
of senior capital would be required for Tampa Electric if CWIP were excluded from
rate base, and that larger amounts of AFUDC would increase the cost of capital even

Mr. Jeffries also testified that sufficient CWIP should be included in the
rate base so that prospective AFUDC does not exceed approximately 20 per cent of
earnings from common equity

Dr. Eugene Brigham, a staff witness, testified that inflation has had a great
impact on the cost of constructing plant assets today. He stated that the CWIP
problem was clearly dependent upon the rate of growth in a Utility' s service area
and that meeting CWIP dividend and interest requirements was not a problem when CWIP
amounted to 8 to 10 per cent of existing plant balances, and interest rates on new
debt were in the 3 .5 per cent to 4 .5 per cent range. However, Dr. Brigham said it
was not economically feasible to exclude CWIP from rate base when it exceeds 30 per
cent of rate base and the marginal cost of debt greatly exceeds embedded cost
rates. This has led to a new and very necessary trend in regulation of including
some CWIP in rate base and permitting it to earn a cash return. He also said that
CWIP should be included in rate base because it smooths out rate increases
(avoiding big jolts) , sends accurate price signals to consumers regarding their
consumption, strengthens the financial position and lowers the cost of capital of
the company, and makes prices more closely approximate the competitive market. Dr
Brigham stated that older generating plants have a value to society that greatly
exceeds their existing cost in rate base. He testified that pricing of electricity
which was too low would cause excessive use of these plants and, therefore, a
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resulting misal location of resources

Dr. Brigham concluded that financial integri ty did not require 100 per cent of
CWIP to be placed in rate base at al l  times but, rather, that the required amount
of CWIP in rate base varied with the amount of CWIP relative to plant in service
the al lowed versus earned return on equity, and the duration of a Utility's
construction program. Dr. Brigham calculated a 70-basis point increase in the cost
of equity when the ratio of AFUDC to net income went from zero to 50 per cent. He
concluded that $210, 750, O00 of CWIP should be allowed i n rate base. This amount
with a reasonable return on equity and an attri tion allowance, should al low the
company to maintain i ts financial  integri ty

publ ic counsel 's witness, Mr. Larkin, testi fied that no CWIP should be placed in
rate base, regardless of the f inancial  condi tion of the uti l i ty, because i ts
inclusion has no effect on the cost of capi tal  . Addi tional ly, he stated that placing
CWIP in rate base violates seven regulatory and equitable principles

Mr. Rothschi ld, also a wi tness for publ i c counsel , testi f ied that i t was
conceptual ly incorrect to expense rather than capital ize the cost of money
associated with a capital  asset construction program. He stated that a proper
matching of costs and benefits would involve placing no more CWIP in rate base than
was absolutely necessary in order to finance the construction. Mr. Rothschi ld said
that if the commission was going to allow CWIP in rate base, it should be computed
by l imiting the percentage of AFUDC to net income to no more than 10 per cent and
that the uti l i ty should be allowed to place from $50 to $75 mil l ion of CWIP in rate

Another public counsel witness, Mr. Belmont, objected to the inclusion of CWIP in
rate base as a matter of principle, for reasons similar to Mr. Larkin. He also
claimed that inclusion of CWIP in rate had no impact on the cost of equity and that
i ts inc lusion shi fted the risk associated with utility construction projects from
the investor to the ratepayer

Mr. Pol lock testi f ied on behal f of FIPUG that, as a matter of principle, CWIP
should not be included in rate base. However, i f the commission does include CWIP
he recommended that the commission first establish the return on equity and then
allow a sufficient amount of CWIP in rate base to provide adequate coverage ratios
Given a choice between a higher authorized return on equity, on increased attrition
allowance, or additional CWIP in rate base, Mr. Pollock recommended higher levels
of CWIP in rate base

J*
In considering the inclusion of. cwxp in ratio base, our overriding concern-is to

provide the utility with an G1=per't'i1!3;I»E9' to achieve land( inaihtain adequate' ziipancial
integrity. Our review of the expert testimony presented on this issue leads us to
conclude that the most significant indicators of financial integrity in this case
are the coverage ratios showing the times interest earned (TIE) with and without
AFUDC, which indicate the number of times a company's earnings (with and without
AFUDC earnings) will cover its interest expense. AS indicated by the witnesses, the

_ 9 . éliidiudn We ' 1Fel§lt:or_
From the'.ervidemce presented in Rh$:s_case, we find t :a° Tip! ratios Ag 3.6 and 3,2
with and'wit:Ltxout? AFUDC, respectivéiy, should, iflach:Lev.ed; provide.T8co.with
adequate financial integrity to maiNtain' its present An bond rating

TIE- ratios are critically"-e§¢am:lnéd.' ET Band. raiiiis =848e1:===, as #ell _as imfeuéizors

An analysis was performed to determine the proper amount of CWIP to include in rate
base to produce the revenues necessary to maintain these coverage ratios for 1982
and 1983 In this analysis the average 1982 balance of CWIP was included in rate
base, minus $727, 000 of CWIP associated with the canceled Maclnnes plant site and
$14, 129, 000 of CWIP associated with the Gannon station oil-to-coal conversions
Inolqding the b.a1.ax1'¢e pg. CWIP of $15e,1ae,No¢'8i1 irate base, we calculated that

S earnings. would Provide coverage ratios bf, 3394 with AFUDC
A191339 .. . . 8 u .w -r
iNdicated tlingit; clue.pi°iniai':ily* to? capital '8t`t*r;ii:ionf T,E<2€>'s 1983*.'ear1§"ings would
result" in TIE coVerage 'of 3.48 with AFUDC and 3.09' without AFBEDC, which are below
the coverage we think are necessary to maintain financial  integri ty. Further

. . . .. n . . and 3 . 91; wt£hout
ii test=year~*1982 -. Coiverggé natips were»._a1§q_ calqulat;ed= i9111983 Which
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examination of the record indicates that the reduced TIE coverage from 1982 to 1983
were due, in substantial part, to new financing in 1983, which results in an
incremental increase of attrition in 1983 of 14 basis points. As reflected in the
attrition section of this order, the 14 basis points of attrition equates to $2.6
million in additional revenues, which have been incorporated in the attrition
allowance awarded in this case.

maintain. the eonnpaaly' s fzlnanceial-' integrity, inclusion of the ai1\Qunt. régueéted 1:fy'f=the
In summary, while we find that inclusion of_some dwlp in rat:elbase is §us€if3.e£t**to ..

company $280,9G4,0G0, is not necessary tan achieve ~this purpose. Wei.1nd; that"
inclusion Qf $8-58,75l,oaoeof CWIP in rate base sI19uld be sufficient`to allow 'the *
company to maintain its -financial integrity when coupled With an attrition allbwance
Of $12,973L000.
$;22,153,0d0.

Accordingly, we have reduced the, c:ompany's pngoposed :gate baljsq by

We have exciuiied the amount of test-year CWIP associated with the Ga1;nQn Units. 1_ go
.4 >QiJ.~t;c>;c8Qa1 conversion, $14.,129,0D0, from tile embunt of»*'cwIp allowed iN rate base.
Inclusion of this portion to wig is. not necessary t<>preserve= the conipany*s .
financial integrity. We find that the costs of the conversion project,llshc>ulcT be
fully capitalized and recovery ¢£ them should commence when the units =begin
commercial operation as coal-fired units.

Big Bend Unit No. 4

In Order No. 9749 (Docket No. 800595-EU) we concluded that construction of Big Bend
Unit No. 4 was warranted as economically cost effective based on the cost
differential in coal and oil. In was also established that if Big Bend Unit No. 4
was not certified, or if it was significantly delayed, the company' s reserve margin
would fall to 21.3 per cent for the winter peak 1985-86 and would continue to
degrade to 11.7 per cent for the winter of 1988-89. From that standpoint, there was
an apparent need for the additional capacity in the company's service area.

The company has provided updated data showing that the construction of Big Bend
Unit No. 4 is still warranted as economically cost effective. If Big Bend Unit No.
4 is significantly delayed, the company's reserve margin would fall to 23 per cent
for the winter peak 1985-89. There continues to be an apparent need for the
additional capacity. We find that continued construction of Big Bend Unit No. 4 is
prudent and that the inclusion of CWIP related to this plant in rate base is proper.

Property Held for Future Use

The company originally proposed to use $11,587, too as the amount of test-year
property held for future use. The commission staff proposed to reduce this amount
by SO, 000 and $l, 000 for the company's Jackson Springs Road substation and Oldsmar
substation sites, respectively. The company has removed its equipment from these
sites and proposed no future use for them. The company has no objection to this
adjustment. The company has proposed that an additional $11, 000 be removed from
property held for future use. At the time its 1982 budget was prepared, the company
projected that it would transfer $396, 000 of property held for future use to TECO
Energy, Inc. , in the form of a dividend. These assets were subsequently transferred
at a book value of $407, 000 . We find that property held for future use should be
reduced by a total of $16,000 to $11,571,000 for the test year.

F . Total Net Utility Plant

Based upon a net utility plant in service amount of $780, 576, too, inclusion of
construction work in progress of $158,761, o00, and property held for future use of
$l1,571,000, the total net utility plant for the test year is $950,908,000.

G. Working Capital Allowance

A traditional component of rate base is the value of the working capital committed
to utility operations. In recent case we have applied the balance sheet approach to
determining the working capital allowance, as opposed to the ' formula' approach
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The commission rejected a recommendation that interest coverage standards be used
as 'triggers' for temporary rate relief; instead, temporary rate requests would be
determined on a case-by-case basis. [4=]

P.U.R. Headnote and Classification

RETURN

s27--Dividend and interest requirements--Times interest earned ratio.

NY,P.S.C. 1982

In determining the correct amount of interest coverage to uphold the companies' A
bond ratings, the commission accepted a proposal by the administrative law judge
that a range of 2. 80 to 3 . 00 times interest earned coverage ratio was a proper
minimum goal to sustain the ratings. [1]

Re Financing Plans for New York State Gas and Electric Companies

P.U.R. Headnote and Classification

RETURN

s26 . 1- -Capital structure- -Equity ratio as affected by market conditions .

NY.P.S.C. 1982

A 40 to 45 per cent rat io of equity in capita l structure was endorsed in princ ip le
under the current market conditions as serving the purpose of long-run financial
cost minimization, and the companies were required to move in that direction to the
extent market conditions would allow. [2]

Re Financing Plans for New York State Gas and Electric Companies

P.U.R. Headnote and Classification

SECURITY ISSUES

slll- -Financing methods and practices- -Exotic financing .

NY.P.S.C. 1982

Exot ic  f inanc ing that included construction trusts, leases, and sales of accounts
receivable was more costly and should be employed only where it was shown to be cost
effective or where conventional financing was unavailable. [5]

Re Financing Plans for New York State Gas and Electric Companies

P.U.R. Headnote and Classification

VALUATION

s224--construction work in progress--Allowance for funds used during construction as
alternative .

NY.P.S.C . 1982

Despite the findings of an administrative law judge that allowance for funds used
during construction had 'nothing to recommend for it, ' as compared to including
construction work in progress (CWIP) in rate base, the commission concluded that
CWIP in rate base should be considered an extraordinary remedy, to be used only as a
measure to be taken to preserve a utility:y's f inancial integrity during a
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construction program. [6]

Re Financing Plans for New York State Gas and Electric Companies

P.U.R. Headnotze and Classification

DEPRECIATION

s28--calculation of amlual depreciation--Constant real costing methodology.

NY.P.S.C. 1982

Since straight-line historical depreciation had failed to combat the erosive
effect of inflation on earnings and on the value of invested assets, the commission
accepted in theory a depreciation proposal termed 'constant real costing' or
'economic amortization, ' which defined the annual depreciation charge in terms of
the effective marginal cost of capital; however, implementation was not to take
place until the concepts of the theory were refined. [8]

Re Financing Plans for New York State Gas and Electric Companies

(MEAD and MARR, commissioners, concur,

APPEARANCES: Richard c. King, senior siring counsel, and Matthew J. Kelly, staff
counsel, Albany, for department of public service; Joy Tannin, vice president and
associate general counsel, Richard w. Babinecz, and Elisabeth Harding, New York, for
Consolidated Edison Company of New York, Inc. ; Huber, Magill, Lawrence 6 Farrel (by
Norman Abell and Norman w. spindel) , New York, for New York state Electric and Gas
Corporation; LeBoeuf, Lamb, Lei by & MacRae (by Gerard A. Maher and Dean E. Cycon),
New York, for Orange and Rockland Utilities, Inc. ; Gould & willkie (by William p.
Reilly, Walter A. Bossert, and Peter v. K. Funk, Jr. ) New York, for Central Hudson
Gas and Electric Corporation; Rosemary s. Pooler, executive director, Karen
Burstein, executive director, Harold F. Abramson, and James F. Warden, Albany, for
New York State Consumer Protection Board; Nixon, Hargrave, Deveins & Doyle (by Roger
H. Kessel) , Rochester, for Rochester Gas and Electric Corporation; A. B. wellborn,
president, Joseph L. Oppenheimer, vice president, and Glenn n. Durban, Verbank, for
Association of Investors in New York Utilities, Inc. ; John H. Terry, senior vice
president, general counsel, and secretary, Syracuse, and LeBoeuf, Lamb, Lei by &
MacRamé (by Andrew Gansberg and Halcyon G. Skinner) New York, for Niagara Mohawk
Power Corporation; Edward M. Barrett, general counsel, and David K. Kadane, Mineola,
for Long Island Lighting Company; Joseph Shill, Elmsford, for town of Greenburgh.

Before Gioia, chairman, and Larkin, Marr (concurring) , Jerry, Mead
and Schuler, commissioners.

(concurring) I

By the COMMISSION:

Opinion and Order Concerning Financial Policies

On December 31, 1979, we commenced this proceeding to examine the long-range
financing plans of New York state's seven combination gas and electric utility
companies ( 'the companies' or 'the utilities' ) , for the purpose of determining
'whether changes in our rate-making policies or in the financing policies of the
companies should be made to facilitate the financing of needed capital investment
projects or reduce financing costs.' [Fnl] As a starting point for this
examination, we required each company to file an investment and financing plan
covering the next fifteen years. Using these plans as a vehicle for analyzing
alternatives for regulatory policy and their financial implications, we expected
this proceeding 'to establish guidance for the investment and financing decisions of
the combination utilities; to establish a reference for reviewing specific utility
financing proposals; to evaluate the effect of various regulatory policies on
investment and financing decisions; and to uncover opportunities for improving
investment and financing through institutional innovation. ' [FN2]
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On May 23, 1980, the companies filed their 15-year construction budgets, and in
July, 1980, they presented their 15-year financial plans. Between January 13, 1981,
and July 7, 1981, Administrative Law Judge J. Michael Harrison presided over fifteen
days of evidentiary hearings, developing a record of 4, 054 pages and 142 exhibits.
In addition, a task force, consisting of a technical expert and counsel from each
party, was established to clarify technical matters relating to computer models and
to provide additional computer-generated data requested by the administrative law
judge.

On February 1, 1982, Judge Harrison's recommended decision
the following general findings:

was issued. It included

' (1) We should strive for financial integrity standards that provide for the
maintenance of an A bond rating--generally 2.8 to 3 . 0 times pretax interest
coverage--and that move toward a target 40 to 45 per cent equity component in the
capital structure .

' (2) As a standard for granting temporary rate relief, we should seek to provide
the requisite pretax interest coverage to maintain an A bond rating.

' (3) Use of third-stage rate awards would be neither materially beneficial nor
desirable .

' (4) A revenue stabilization clause, if restructured so as to preserve the gross
margin, is a positive and potentially beneficial concept, but needs to be refined
further before it can be implemented.

' (5) Exotic Roms of financing, because they generally carry a higher cost rate
and lead to a less than optimal capital structure, should be used only when more
conventional financing methods are unavailable or in the rare case when cost
savings can be obtained.

' (6) We should move, over a three- to four-year period, to a policy of full
inclusion of construction work in progress (CWIP) in rate base as a means of
improving the utilities' financial condition, reducing overall costs imposed on
consumers, and eliminating the disruptive rate increases resulting under the current
policy of capitalizing financial charges incurred during construction.

' (7) We should flow through the tax benefits of all those items, e capt AFUDC
normalization, over which we have some discretion under the Economic Recovery Tax
Act (ERTA) .

' (8) Economic depreciation methods should not be implemented inasmuch as the cash-
flow problems they attempt: to alleviate can be better remedied through tax
normalization policies. '

Exceptions to various aspects of the recommended decision have been filed by the
utilities jointly, Consolidated Edison Companyof New York, Inc. (Con Edison) ,
staff of the department of public service, and the New York State Consumer
Protection Board (CPB) ; replies were submitted by the utilities jointly, staff, and
CPB.

Projected Financing Requirements

Noting that the construction budget forecasts of the seven companies had not been
critically evaluated during the proceeding, but, rather, were used merely as a
vehicle for assessing the long-run effects of various policy options on revenue
requirements and financial viability, Judge Harrison dismissed contentions raised
by interveners that the companies' excessive construction expenditures were the
primary cause of their financial difficulties. Although agreeing with suggestions
that 'the anticipated construction requirements of at least some of the companies
are so great that improved earnings in cash flow will be needed in the next three
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years to permit financing, ' [FN3] he reasoned that prudent construction planning
and the minimization of financial costs 'are separate goals which should be
independently pursued. ' [FN4] On exceptions, CPB maintains that it would be
imprudent to separate construction planning from financial planning. It suggests
that the utilities have in the past overestimated growth in peak demand, creating
an excessive reserve margin. Given this situation, says CPB, a thorough
investigation of the utilities' construction plans, together with a cost-benefit
analysis of their financing plans, should be undertaken before any drastic changes
in regulatory policies are adopted

New York State Consumer protection Board raises a valid concern regarding the need
for an integrated approach in construction and financial planning In our view
the decision to undertake a major construction effort should not be made without
considerable attention devoted to the financial measures that may be necessary to
raise sufficient capital for the project's completion. In the context of this
proceeding, however, we are unconvinced that it would be productive to entertain
challenges to particular construction projects, especially in view of the scrutiny
these activities receive in certification and related proceedings. we therefore
shall limit the scope of this proceeding to an examination of those policies that
can be expected to improve the Utilities' ability to finance, which, incidentally
will yield findings of general applicability irrespective of the magnitude of
utility construction budgets

Standards for Financial Integrity

In the recommended decision, Judge Harrison offered insightful observations
regarding the relationship between the utilities' obligation to provide 'safe and
adequate service' and, on the other hand, a limitation of charging only 'just and
reasonable rates. ' According to him, the 'fashionable notion' that we can simply
deny requests for rate increases, or that the lower the rate increases we allow
the more 'just and reasonable' they are, is 'simply wrong [FN5] In reality, he
said, 'the provision of 'safe and adequate service' carries a market-determined
price tag, and the level of 'just and reasonable rates' is the level which exactly
pays that price. ' [FN6] But within this framework, we agree with Judge Harrison that
regulatory policies affect financial flexibility and capital costs; accordingly
the purpose of this proceeding is to determine the optimal set of policies that
minimizes the financial costs, or rate of return, that consumers must bear. We now
turn to the financial standards that the utilities--and our policies--should strive
for as a means of minimizing long-run financial costs

Equity Return and Market-to-book Ratios

The judge' s initial recommendations--that utilities' realized earnings should
approach allowed earnings, and that market stock prices should eventually equal
book value--generally reflect a consensus of the parties to the proceeding and
engendered no discussion on exceptions. We, too, concur in the judge's findings, for
we recognize that utilities cannot be expected to raise substantial amounts of
equity capital unless they are able to close the gap between their actual and
allowed returns. Moreover, it is clear that the companies are somewhat constrained
in their attempts to optimize capital structures where market-to-book ratios are
substantially less than 1. 0, for common equity issuances under these conditions are
often undesirable. We hasten to point out, however, that depressed market-to-book
ratios are to a considerable degree a function of forces outside our control, such
as the general state of our economy, and we cannot commit ourselves to a policy of
raising to 1.0 the market-to-book ratio for all New York utilities regardless of
general economic or financial circumstances which, after all, may adversely affect
the yields on securities of unregulated as well as regulated enterprises. At the
same time, we do regard a market~to-book ratio of 1.0 to be a proper goal, worthy of
consideration in our deliberations. This approach, coupled with increased efforts by
the utilities to attain their revenue forecasts and fulfill their responsibility to
operate as efficiently as possible, can reduce the shortfall in earned returns and
produce measurable improvements in market-to-book ratios
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Bond Ratings and Interest Coverage

[1] Staff and the utilities agreed generally that the companies must consistently
maintain at least an A rating to preserve their ability to finance on reasonable
terms. Judge Harrison did not disagree, but observed that it would be desirable to
improve bond ratings 'only to the extent that doing so can be expected to reduce
financial costs and rates. ' [FN7] To test the proposed A rating criterion advanced
by the parties against this standard, he undertook cost-benefit analyses to
determine the bond rating that will permit required financing at minimum cost.

On the basis of his examination, Judge Harrison confirmed that maintenance of an A
bond rating, under most circumstances, would produce the lowest financial costs over
time. The analyses showed, not unexpectedly, that the higher the bond rating, the
lower the cost of capital. But because the reduction in the cost of capital
diminishes in size above the A level--the spread between AA debt and A debt (about
25 basis points) is much smaller than the differential between A and BBB bonds
(about 50 basis points) ~-Judge Harrison found that an AA rating typically would be
costlier to maintain than an A rating. A BBB rating would also be suboptimal, he
observed, because of the higher capital costs associated with the lower rating.
Moreover, he said, a BBB-rated company runs the additional risk of being unable to
raise all the capital it needs, thereby threatening the progress of construction
projects, which potentially could impose additional financial costs on ratepayers in
the form of escalated construction costs and the loss of potential fuel cost
savings. To minimize long-run financial costs, he concluded, maintenance of an A
bond rating is the proper goal.

Turning to the interest coverage levels necessary to achieve this goal, Judge
Harrison pointed out that minimum interest coverage levels generally necessary for
the maintenance of particular bond ratings can be identified. Specifically, he cited
the coverage ranges reproduced in Table 1 below:

TABLE 1
COVERAGE RANGES FOR BOND RATINGS

Standard & Poor' s Rating Pretax or SEC Coverage

AA
A

BBB

3 .50-5 . 00
2 .75-3 .50
2 | 00-3 . 00

times
times
times

Staff had proposed a target coverage range of 2.5 to 2 .75 times; the utilities had
suggested a 3 .25 times interest coverage goal, with a 3 . 00 times as an absolute
minimum. In discussing the range advanced by staff, Judge Harrison observed that
given the figures included in Table 1, adopting the minimum coverage for an A rating
as a goal would not serve well the purpose of maintaining that rating over time. On
the other hand, he pointed out that maintaining an A rating seems to require lower
coverage levels than regaining an A rating. He noted, for example, that in 1979, A-
rated utilities had an average of 2.7 times pretax coverage. He therefore concluded
that just as Staff's targets were probably too low, the company's 3 .00 to 3 .25 times
figures were on the high side. Accordingly, he found that a range of 2 .80 to 3.00
times coverage would be 'a proper minimum goal generally, ' [FNB] with somewhat
higher coverage levels necessary for companies facing substantial financing
requirements and high levels of allowance for funds used during construction (AFODC)
earnings and for BBB-rated companies seeking to attain an A rating.

On exceptions, the utilities urge the adoption of a strong A to AA bond rating
target and a coverage goal of 3.0 to 3 .25 times, arguing that, in principle, the
judge's recommendations simply would not provide a sufficient safety margin over the
minimum investment grade credit rating. They also object to certain aspects of the
empirical analysis by which Judge Harrison reached his conclusions. Con Edison, for
its part, claims that 'unique circumstances' render an A rating inappropriate for
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it, and urges us to endorse an AA rating. It maintains that it is on the verge of
attaining an AA rating, and discourages us from taking any action that may reduce
the likelihood of such an upgrading. Finally, CPB also excepts, suggesting that a
BBB rating may be a suitable target given its small cost disadvantage compared to
A rating. Even if the latter is adopted as the goal, it says, coverage ratios as
low as 2.25 times may be adequate to sustain such a rating.

a n

We are unconvinced by the parties' arguments that Judge Harrison' s recommendations-
-with which we agree in principle--are infirm. And, after reviewing the various
technical criticisms of the judge' s analysis, we are satisfied that his findings are
adequately supported by the record evidence. But the arguments on exception do point
up the need for some discussion of the import of the bond rating and coverage
targets that we adopt today. In endorsing an A rating as the standard generally
minimizing long-run financial costs, we do not intend to frustrate or jeopardize the
efforts of utilities seeking somewhat higher ratings; for this standard, in most
instances, will be considered in fashioning extraordinary cash-flow relief for those
utilities with A or lower than A ratings. If, in the case of other utilities,
ordinary rate-making practices--without cash-flow enhancements--lead to financial
indicia strong enough to warrant a rating higher than A, we would not alter our
practices to discourage such a result.

Similarly, our endorsement of an A standard will not necessarily have an immediate
impact on those utilities currently rated less favorably, for upward pressure on
rates irrespective of cash-flow measures simply may make it infeasible to take any
firm action in furtherance of a prompt credit upgrading. At a minimum, we expect to
provide rate relief sufficient to forestall any further deterioration in bond
ratings, and in most cases, as the effect on current ratepayers permits, we
anticipate some movement toward financial indicia corresponding to an A rating.

We expect to be similarly flexible in our application of the recommended 2 .8 to 3.o
times interest coverage target, which we consider to be a minimum goal. In the case
of companies facing substantial construction expenditures, for example, or BBB-rated
utilities seeking to attain an A rating, target coverage greater than the standard
we adopt here may be necessary. We again admonish, however, that our willingness to
strive for target coverage in excess of the prescribed standard is tempered by
concerns over the im~~ediate revenue impact of such a course of action on current
ratepayers. Nonetheless, we are convinced on the basis of the record developed here
that it is not in the long-run interest of ratepayers to allow coverage of
utilities raising substantial amounts of capital to satisfy service requirements to
fall measurably below the 2.8 times level adopted herein.

Capital Structure

[2] As an additional standard for financial integrity, staff and the companies
proposed that the percentage of common equity in utilities' capital structures be
increased to 40 to 45 per cent. According to staff, maintenance of proper capital
structure should be given the highest priority as a means of improving the
utilities' financial flexibility. Judge Harrison tended to concur in this
assessment, noting that reducing leverage in a capital structure reduces financial
risks and capital costs, and increases the interest coverage that required equity
earnings would provide. But he cautioned that the cost implications of higher
equity ratios should be considered, observing that optimal capital structures must
be determined on the basis of their ability to minimize long-run capital costs. He
therefore analyzed staff' s and the companies' proposal in terms of this criterion.

The judge's analysis, which relied on matrices reflecting various assumptions about
equity returns, cost of debt, and tax rates, was influenced to a large degree by his
recommendations on bond ratings and interest coverage because of the strong
relationship among coverage, capital costs, and equity ratios. Given the
recommendation that an A bond rating is optimal, however, and that an interest
coverage of 2.8 to 3 .o times is necessary to maintain that rating, a capital
structure yielding interest coverage at the desired levels was suggested. Table 2
below, for example, shows the matrix for a 'typical' New York utility, which has a
12 per cent preferred stock ratio and bears an effective tax rate of 30 per cent.
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TABLE 2
MATRIX OF PRETAX INTEREST COVERAGES

Earned
Equity
Return

Capital
30/58

Structure
35/53

(Common Equity/Debt )
40/48 45/43 50/38

10 2 1 03 2 .27 2 .55 2 » 89 3 .33

12 2 I 18 2 .46 2 .79 3 .19 3 .71

13 2 .26 2 | 55 2 I90 3 | 34 3 .89

14 2 .33 2 ,64 3 » O2 3 .49 4 ¢ 08

15
16

2 .40
2 .48

2 .74
2 .83

3 ,14
3 .26

3 u 64
3 .79

4 .27
4 .46

18 2 . 63 3. 02 3 I50 4 |09 4 .83

Assumption: Cost of Preferred = Cost of Debt = 10 per cent.
Coverages in the minimum range necessary to maintain an A bond rating are
underscored 1

According to the above matrix, an expected common equity return of 14 per cent
suggests that: coverage in the desired range (2.8 to 3.0 times) would be provided if
a company had 40 per cent equity and 48 per cent debt in its capital structure. At
a 35 per cent equity ratio, coverage would be too 1ow-- 2.64 times--and at a 45 per
cent equity ratio, coverage would be unnecessarily high--3 .49 times .

Judge Harrison included 13 other representative matrices--reflecting different
assumptions on interest costs, preferred equity ratios, and effective tax rates--in
his recommended decision; on the basis of his analysis, he concluded that for most
utilities, the optimal equity ratio will probably fall in the 40 to 45 per cent
range identified by staff and the companies. He further recommended that optimal
capital structures be identified and reevaluated on an ongoing basis for each
company, and suggested that we consider capital structure policy in individual
financing petitions as well as in rate cases.

New York State Consumer Protection Board excepts to the judge's recommendation,
maintaining that the utilities should be moving toward lower, rather than higher,
equity ratios. Noting that the common equity ratios of the hundred largest electric
utilities average less than 33 per cent, [FN9] it claims the judge's recommendation
of a 40 to 45 per cent common equity ratio appears to be 'particularly drastic, . and
would move the utilities beyond the range associated with an A rating to that
corresponding to AA- or even AAA-rated debt. It also criticizes certain aspects of
the analytical procedure used by Judge Harrison in reaching his conclusions. Con
Edison, for its part, excepts to the failure of the recommended decision to rule
directly on the propriety of its plan to maintain a 45 to 50 per cent equity ratio
during the 15-year planning period.

On the basis of the record before us, we would not characterize the judge's
recommendations as 'particularly drastic, ' considering that each utility party to
this proceeding, save one, has a projected rate year equity ratio in excess of 40
per cent in its pending or most recently decided rate case. Moreover, we agree in
principle with Judge Harrison's recommended movement toward slightly higher equity
ratios, for it is clear that improved equity ratios enhance the financial
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flexibility of utilities and contribute to stronger interest coverage levels. we
recognize, however, that the companies cannot realistically be expected to make
measurable progress to that end where market conditions have depressed market-to
book ratios to levels substantially less than one On the other hand. we would not
want to dissuade the companies from issuing a reasonable amount of debt where the
financing costs associated with it are competitive. We also recognize that in
periods of much lower financing costs, lower equity ratios can be maintained while
still achieving target coverage ratios. Thus, given the extent to which the
utilities' capital structures are influenced by market conditions prevailing at the
time external financing is sought, we are disinclined to expect strict adherence to
any policy on equity ratios. Obviously, the optimal capital structure is one that
allows a utility the most flexibility to take advantage of circumstances in the
capital market on any given day. nonetheless, we shall endorse in principle the
judge's recommended 40 to 45 per cent equity ratio under current market conditions
as serving the purpose of long-run financial cost minimization, and expect the
companies to move in that direction to the extent market conditions allow. [FN10] We
shall further accept his suggestion to consider capital structures in our review of
financing petitions to ensure that our recommended policies are being reflected
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Concerning our financial integrity standards generally, we consider it noteworthy
to point out that the goals we endorse today are premises on a regulatory framework
in terms of risks imposed on the utilities--comparable to that currently existing

A number of parties to our proceedings express dissatisfaction with the current
allocation of business risk between utilities and their customers, and would prefer
to envision utilities as more competitive entities in the sense that they should be
able to respond to economic pressures in a manner similar to that found in
unregulated markets. These ideas are worthy of consideration, but we note that such
a change in policy would not be without financial costs For before additional risk
can be imposed upon the utilities, their financial structure would have to be
bolstered by moving toward the capital structure and interest coverage levels
maintained by competitive firms As shown in Table 3 below, the average unregulated
firm is better structured to bear up against volatile conditions in the economy than
a typical utility

Debt Ratio
Interest Coverage
Internal Cash as Per Cent of
Construction

Cash-flow Coverage of Common
Dividends

Thus, in the event we were persuaded that utilities should be subjected to a
greater share of business risks, it would be necessary to provide for coverage
target and equity ratio standards much more in line with those of competitive firms
which would be more costly in the short tem than the financial integrity standards
endorsed above

The parties offered a number of proposed changes in our regulatory policies
designed to improve the financial integrity of the utilities. Judge Harrison
classified the proposals into two general categories: (1) changes in regulatory
procedures to imprsfve the larval of earnings and the ability of utilities to earn
re~ `

38; ~i ~.~: M Y
ired rates of return, and 841

ion and tax normalizations intended to improvenu

TABLE 3
COMPARATIVE FINANCIAL STRUCTURES

S&P 400 Companies

Q S

109.0%

Salomon Brothers
Utilities

page 9
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cash flow and reduce the extent of cost: deferrals. At the outset, however, Judge
Harrison offered his observations on the effects on management of changes in the
regulatory framework.

Management Incentives

In discussing the incentives for management to operate efficiently under a changing
regulatory environment, Judge Harrison acknowledged the concerns of consumer
interveners that new policies designed to improve earnings might also lead to
declines in productivity and efficiency, thus unnecessarily increasing costs.
Believing these concerns to be unwarranted, Judge Harrison noted that no party to
this proceeding challenged the companies' assertion that rate-making procedures and
policies are a major cause of poor earnings. It does not follow, he said, that
acting to improve these policies will diminish incentives for efficient management.
It is more likely, said the judge, that when earnings improve through regulatory
initiatives, ' investor or director pressure on management may actually increase, for
failure to achieve earnings can no longer be conveniently attributed to the
regulatory environment.' [FN11] Under these circumstances, he said, it is 'doubtful
that any company would let productivity and efficiency slide. ' [FN12] Accordingly,
Judge Harrison concluded that the cost savings inuring to ratepayers from improved
earnings were unlikely to be offset by higher operating costs due to inefficiencies.

In its brief on exceptions, CPB challenges the premise that rate-making policies
are a major cause of poor earnings, claiming that the utilities' financial condition
may be attributable as well to management inefficiency or 'exogenous conditions in
the economy. ' [FN13] But although CPB may be able to present an arguable case that
factors other than regulatory environment are to blame for the utilities' current
financial condition, a debate over that issue would bear little fruit in this
proceeding. For we are concerned here not with determining what is responsible for
current circumstances, but with what can be done to improve upon them, and, more
specifically, the financial policies that can reduce the utilities ' long-run capital
costs. Furthermore, CPB' s comments on exceptions seem to disregard the main issue
of Judge Harrison's discussion; namely, whether financial healthy companies have
less incentive to operate efficiently. On this point, we emphasize that efficient
operation is a fundamental obligation of a utility, which our audit and rate case
procedures are designed to enforce, and that attainment of whatever policy goals we
set requires that a company operate efficiently. We are committed to setting proper
financial goals, but a company that operates inefficiently will simply be unable to
achieve them.

Policies for Earnings Improvement

Third-stage Filings

[3] The companies offered a proposal calling for us to recognize cost increases
that might occur beyond the rate year through third~stage filings, which would allow
the recovery of such cost increases as are known and quantifiable by the end of the
rate year. According to the utilities, such a policy would represent a logical
extension of our current policy on second-stage filings, which allows increases
during the rate year to reflect changes in labor and property tax expenses. Judge
Harrison recommended rejection of the proposal, reasoning that ' subsequent stages
add complexity and inefficiency to the rate-making process, ' 'add confusion to an
already confused public comprehension of commission practices, ' and 'truncate the
rate-making process' by reflecting only certain changes in circumstances. [FNl4]
Given these deficiencies, he said, 'any potential justification for third-stage
awards vanishes when it is also considered that existing procedures would permit new
rates, tested in an entirely new plenary rate proceeding, to go into effect at
precisely the same point in time. ' [FN15] The judge was thus unpersuaded by the
utilities' argument that the availability of a third-stage filing might obviate, or
at least postpone, a major rate case filing.

The companies argue on exceptions that Judge Harrison did not ' ful ly appreciate the
potential ' of third-stage fi l ings, maintaining that such a mechanism would in fact
permit some uti l i ties to avoid or postpone a request for a major rate increase. And
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they deny the judge's assertions that increased complexity and public confusion
would be involved in a third.-stage filing

We are inclined to agree with the utilities' observation that Judge Harrison
understated the possible advantages of end-of-rate year adjustments. In our view
some mechanism along these lines is worthy of further consideration. In fact, in
several recent water cases, and in the Con Edison gas rate decision, [FN16] we
authorized a second-stage increase beyond the end of the rate year, on condition
that the company has not by then filed a new major rate case. Although we
acknowledge the judge's concern about the public's comprehension of our rate-making
practices, to the extent a major rate filing may be postponed through use of a
third-stage filing, we are satisfied that the public will respond favorably to our
efforts

we thus intend to continue exploring the use of post-rate case adjustments in
individual rate proceedings, and we invite the utilities and other parties to come
forth with specific proposals. One possibility is to make needed adjustments through
a limited follow-up rate case, in which only a few specified issues would be
litigated and the costs of a full scale rate case would thus be avoided. We would
be willing also to examine some mechanism whereby a broad pool of items in a
utility' s operating costs could be updated through application of nonutility
specific price indexes. In our view, such an approach may be advantageous insofar as
it would provide an opportunity for more efficiently managed companies to retain
some of the benefits of their economy. In any event, our generic resolution of this
issue will await an evaluation of the experience gained in specific cases where such
an arrangement is used

Temporary Rates

[4] Although rejecting a suggestion by the utilities that temporary rate relief be
granted whenever earnings fall below forecasted levels, Judge Harrison did recommend
some modification of our policy on temporary rates. noting that long-run cost
minimization requires an A bond rating, he concluded that a policy of granting
temporary rate relief to provide interest coverages necessary for an A bond rating
would be more beneficial to ratepayers than current practice. S ecifically, he
recommended that interest coverage standards of 3. 0 times for BBB- or split-rated
companies and 2.8 times for A-rated companies be adopted generally as 'triggers' for
temporary rate relief, with some provision for considering AFUDC levels and other
relevant qualitative financial parameters

The advantage of such an eased standard, he pointed out, is the avoidance or
mitigation of short-run fluctuations in revenues or adverse effects of unanticipated
events, thereby lowering the downside business risk. As a result, he predicted, the
market cost of equity capital for util ities should be somewhat lower

The utilities except to Judge Harrison' s recommendation, claiming that the
standards he proposed are unduly restrictive; they continue to maintain that
temporary rates should be authorized whenever the rates set in the previous case are
not providing the revenues necessary to earn the allowed return. New York State
Consumer Protection Board, in its exception, suggests that an eased temporary rate
standard is unnecessary given the other devices, such as future test years, that we
currently employ to ensure accurate and timely rate awards. It is also concerned
that the use of temporary rates to cure return shortfalls may cause company rate
case presentations to decline in quality inasmuch as the utilities will not 'have to
live with the results of their forecasts

The companies' proposed temporary rate standard is so extreme as to be fanciful
and we endorse the judge's firm rejection of it. Quite simply, the public service
law does not contemplate, and the constitution does not require, a guaranteed return
on equity for the companies, only the reasonable opportunity to earn a fair return
[FN17] Turning to the judge's recon ~mended policy, we are unwilling to adopt the
type of automatic mechanism he envisions, for we continue to believe that
determinations of temporary rate requests must be made on a case-by-case basis
which allows an examination of the interest coverage, capital expenditure programs

2007 Thomson/west. No claim to Orig. U.S. Govt. Works



49 P.U.R.4th 329
49 P.U.R.4th 329
(Publication page references are not available for this document.)

Page 12

and external financing needs of an individual company. Irrespect ive of any pol icy
we adopt, we are confident that our endorsement: of reasonable coverage targets as
financial integrity standards, supra, and the downward trend in inflation rates--
which eliminates a major cause of past temporary rate applications--will
substantially lessen any need for temporary rates .

Revenue Adjustment Clauses

The companies offered a revenue stabilization proposal designed to eliminate
earnings deficiencies caused by failure to meet forecasted levels of sales. This
proposal, similar to the gross margin procedure we examined in the recent Niagara
Mohawk rates case, [FN18] would permit differences between the forecast and actual
gross margin (revenues less fuel and revenue tax costs) to be recovered from or
returned to ratepayers periodically. According to the procedures outlined by the
utilities, the rate year sales forecast adopted in a company's most recent rate ease
would be used as the revenue stabilization benchmark, to which tolerance limits of
plus or minus 0.5 per cent would be applied. If the actual revenue experienced
during any one month fell outside the tolerance levels, an excess or deficiency
would be recorded. Initially, the recorded excesses and deficiencies would be
accumulated for a 12-month period, after which the clause would begin to operate as
a charge or credit billed to customers on a monthly basis, with approximately a one-
month lag. The charge (or credit) would be computed by dividing the excess or
deficiency balance by the cumulative kilowatt-hour sales to the company's customers
during the preceding 12-month period.

Judge Harrison expressed some reservation about the rolling 12-month mechanism
proposed by the utilities, observing that the procedure would not guarantee that
annual revenues conform to a forecast. The revenue stabilization clause (RSC) would
effectively amortize the outstanding imbalance in any month over twelve months, he
said. But the o standing balance, he noted, would change in response to monthly
increments, thereby changing the refund/charge factor before any amount were fully
amortized. Thus, he concluded, while the RSC 'makes the utility's revenues more
predictable, it has a lagged response to revenue imbalances and does not actually
guarantee any particular level of revenues for a rate year. ' [FN19]

As for the concept of gross margin maintenance generally, Judge Harrison observed
that such a mechanism 'could be extremely beneficial ' inasmuch as ratepayers do not
benefit when overly optimistic revenue forecasts create low earnings. And an RSC,
he said, would mitigate that problem, and, tangentially, would permit allocation of
time and effort currently devoted to rate case sales forecasts to 'more productive
endeavors on the consumers' behalf. ' [FN20] But he raised fundamental concerns
about problems associated with its implementation. First, given that the RSC
mechanism stabilizes revenues around forecasts adopted in rate cases, a procedure
for adopting sales forecasts to be used beyond the rate year must be devised to
prevent the RSC from lapsing when more than one year elapses between rate cases.
Second, noting Judge Moynihan' s conclusion in Niagara Mohawk that the gross margin
approach would improperly promote the assignment of more efficient base-load
generation to New York Power pool (NYPP) dispatch, Judge Harrison commented that
inasmuch as this problem was not raised in this proceeding, it required further
consideration before any conclusions could be reached on the ultimate desirability
of an RSC. Assuming we were inclined to adopt such a procedure, he suggested that we
either request additional comments from the parties or continue this proceeding for
development of a concrete and workable plan.

The companies except, maintaining that the record on this issue is 'adequately
developed' to support the adoption of their proposal as part of this proceeding.
Accordingly, they submit that each company should be permitted to request: the
implementation of revenue stabilizationmeasures in its next or pending rate case.

Although the companies claim that the record here supports the adoption of their
RSC proposal, it is noteworthy that neither their testimony nor their comments on
exceptions offers any response to the three shortcomings in the proposal identified
by Judge Harrison: the lagged response of the RSC, the need for revenue forecasts
extending beyond the rate year, and the concern about the increased likelihood of
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utilities' manipulation of base-load dispatch under the RSC mechanism. On the final
point, although we observed in the Niagara Mohawk proceeding that the 'gross margin
proposal appears to entail no greater risk of dispatch manipulation than does the
existing regime' of a revenue imputation followed by a sharing of profits, [FN21} we
share in staff' s concern that the mechanism offered here may remove any incentive to
appraise critically a company' s individual generation requirements in terms of both
the availability of cheaper foreign generation for its own use and the marketing of
excess generation through the NYPP. In the absence of testimony on or discussion of
these points, we are unwilling to make any firm conclusions favoring the adoption of
revenue stabilization proposals generally.

Finally, it is instructive to note that the utilities ' own witness considered the
revenue stabilization proposal to be the 'next best solution' to the revenue
shortfall problem [FN22] ; the companies' first preference would be our consistent
adoption of ' realistic sales forecasts, ' which they say would obviate any revenue
stabilization measures. lFn23] Given the improvement in forecasting techniques
employed by our staff and the utilities, and these parties' increased awareness of
the slackened growth rates experienced by New York companies in recent years, we
expect revenue shortfalls attributable to inaccurate sales forecasts to become much
less of a problem, and, correspondingly, the need for revenue stabilization measures
to be much less acute.

Exotic Financing

[5] Staff and the companies presented testimony on the use of exotic financing,
which is defined as any financing technique other than traditional issuances of
first mortgage bonds, preferred stock, or common stock, and includes such
instruments as short-term notes and commercial paper, joint ownership arrangements
(including undivided interests, corporate joint ventures, general partnerships, and
limited partnerships) , project financing through construction trusts, take-or-pay
contracts, leases, and sales of accounts receivable. [FN24] The companies endorsed
the use of exotic financing if and when they produce cost savings, but maintained
that generally, such techniques are more costly than traditional financing methods,
and are substituted for conventional financing only as a last resort. Staff
advocated a somewhat expanded role for exotic financing, claiming that such
techniques would improve the financial flexibility of companies with large
construction programs. Noting that four of the New York companies are currently
using various forms of exotic financing, it suggested that utilities make greater
use of short-and intermediate-term notes, project financing, and leases. After
examining the desirability of exotic financing both in terms of contribution to
financial soundness and relative cost, Judge Harrison reached generally the same
conclusion as the companies, observing that inasmuch as 'these options usually carry
higher short-term interest rates, ' they are 'not viable financial opportunities, ' in
most cases, but rather, are 'expensive options to be used only as a last resort.'
[Fn25]

Fundamentally, said Judge Harrison, exotic financings stand on the same footing as
conventional debt, and their use is somewhat inconsistent with long-run capital cost
minimization given the necessity, in most cases, of reduced leverage to achieve an
optimal capital structure. Thus, he said, although exotic financings may tend to
increase a company's financial flexibility, their use would effectively increase the
leverage of a company's capital structure, thereby serving to increase the long-run
costs consumers must bear. As for relative cost, Judge Harrison observed that in
addition to the higher short-term interest rates associated with exotic financing,
costs for administrative, legal, and accounting services tend to be much higher as
well. Considering these cost disadvantages, the poor financial condition of the
companies employing exotic financings, and the 'notable dearth of exotic financing
by financially healthy companies, ' he theorized that these financing techniques are
resorted to rather than selected on a cost basis. His basic recommendation,
therefore, was that utilities 'take advantage of alternative financing vehicles when
doing so would reduce costs. ' [FN26]

On exceptions, staff objects to the judge's characterization of exotic financing
as a last resort mechanism, maintaining that alternative financing opportunities
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such as leases and trust arrangements should be pursued during the planning stages
for construction--when a utility is in sound financial condition--thereby
'enabl[ing] the utility to obtain traditional forms of financing at a later point in
time when construction is at its zenith and the company' s financial constrains are
paramount. ' [FN27] In a related argument, it also observes that provisions of the
Economic Recovery Tax Act (ERTA) will promote an increased use of leasing as an
alternative financing strategy. Finally, as a means of giving 'substance' to its
recommendations on exotic financings, staff urges us to adopt a rule that would
require utilities' future financing petitions to include an analysis showing that
alternative financing arrangements, including leasing and trusts, were investigated
and that such arrangements show no cost advantage over traditional bond issuance.

We do not perceive staff' s comments on exceptions as being inconsistent with Judge
Harrison' s recommendation on the use of exotic financings. And his findings on this
issue--which state merely that exotic financing are generally more costly and
should be employed only where they are shown to be cost effective or conventional
financing is unavailable--are fairly straight-forward and amply supported by the
record, and we observe no basis for departing from them. Although staff may have a
valid point that alternative financing should be considered at times other than
when a utility is in financial distress, its recommendation is consonant with that
of the judge, for these alternative mechanisms will be pursued only when doing so
would reduce costs. Finally, we are unconvinced that staff's proposed expansion of
financing proceedings would promote its objectives . In our view, if the companies'
consideration of exotic financing alternatives is subsequently shown by staff to be
neglectful, we would rather encourage our financial staff to apply increased
informal scrutiny to individual financing petitions than institute the burdensome
and inflexible review procedure envisioned by staff, which would unreasonably apply
to all utilities regardless of circumstances that may make exotic financing
unattractive.
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According to Judge Harrison, the most significant policy option under consideration
in this proceeding is the choice between placing CWIP in rate base and capitalizing
financial charges incurred during construction (AFUDC) for recovery after facilities
are placed in service. Under our current policy, he said, AFUDC is generally
accrued on construction projects, with some amounts of CWIP placed in rate base only
as an extraordinary remedy to provide additional cash earnings for improvement of
coverage ratios and overall financial position. Each of the parties to this
proceeding would modify this policy in some respect: CPB, by prohibiting the rate
base inclusion of CWIP altogether; staff, by expanding somewhat the use of CWIP to
anticipate financial emergencies; and the companies, by extending the policy to
provide for the systematic inclusion of all CWIP in rate base. To resolve these
conflicting positions, and to evaluate our current CWIP policy in terms of its long-
run effect on capital costs, Judge Harrison conducted a lengthy examination of the
issue of CWIP versus AFUDC.

Judge Harrison ' s Analysis

Financial Implications

It is incontestable, said Judge Harrison, that the AFUDC method has 'serious
adverse financial implications for the utilities. ' [FN28] Because AFUDC provides
only noncash income on the moneys invested during construction of major f abilities,
while the utility receiving it must still service the capital outstanding through
dividends and interest payments, 'an otherwise financially healthy utility facing
substantial construction requirements will encounter cash-flow problems under AFUDC
policy, ' he said. [FN29] Under this policy, he observed, internally generated funds
dwindle, and in extreme cases, a company may have to raise more money merely to
meet current financing costs. Thus, he said, 'at just the time when its need for
external funds is greatest, AFUDC policy increases a company's external financing
requirements further and it makes all financing difficult. ' [FN30]
is reflected in higher capital costs incurred by utilities, which, he continued,
are attributable to the 'deferred' return on equity and the reduced coverage

This difficulty
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available for servicing debt.

Increased use of clIp, on the other hand, tends to reduce investment risk and
financing costs, according to Judge Harrison. Placing CWIP in rate base, he
observed, increases current cash flows, thereby enhancing the quality of debt
coverage, and reduces future cash flows. Thus, he said, in contrast to AFUDC
policy, where the return is provided during the principal amortization period-- when
cash flow is least important--rather than during the capital formation or
investment period--when it is most important--cwIp policy 'matches the timing of
cash flows with the financial need for them. ' [FN31] This improved timing tends to
lessen the financial pressures faced by utilities during construction projects,
said Judge Harrison, and the correspondingly reduced risk is reflected in slightly
lower capital costs.

Rate-making Implications

Arguing in favor of the AFUDC policy is the notion that the financial charges
applicable to a particular project should be recovered solely from customers taking
service after the project is completed and the facilities are in use. Under this
reasoning, CWIP in rate base is undesirable inasmuch as it inequitably forces
ratepayers to pay financial charges on plants still under construction. But in
order to accept this analysis, Judge Harrison said, one must assume that plant under
construction does not serve current customers. In fact, he observed, most
ratepayers are not just current period consumers of electricity, but are placing
'economic reliance on the continuous provision of electricity now and into the
future, without regard to the timing of generation or transmission facility
additions by the utility. ' [FN32] Thus, he said, the attempts to 'compartmentalize'
ratepayers in terms of the benefits of service provided by particular facilities is
a 'bogus exercise' inasmuch as the benefit customers actually receive is continuous
service over time. [FN33] Moreover, said the judge, even if customers are analyzed
in terms of a particular facility, the vast majority of customers taking service
during its construction are likely to remain on the system after the facility goes
on line; consequently, 'today's ratepayers and tomorrow's ratepayers, to no small
degree, are the same customers. ' [FN34]

In addition to discounting the equitable basis advanced on behalf of AFUDC policy,
Judge Harrison discussed the 'unfortunate economic implication' of the cost
recognition procedure under AFUDC rate making. According to him, the impact of
placing a plant in rate base is sudden and substantial--due in part to the
accumulated financial charges--and rate increases are accordingly 'lumpy. | [FN35]
The resulting ' lumpy' pattern of demand growth not only can be 'economically
disruptive, ' he said, but it can also make projections of future load and capacity
requirements more difficult to make.

From a rate-making point of view, inclusion of CWIP in rate base is preferable,
observed Judge Harrison, because it results in the development of smoother service
rates and load growth patterns, and produces a more efficient allocation of
resources. In contrast to the sudden huge rate increase when a plant is placed in
service under AFUDC policy, under a CWIP approach, a new plant going on the system
would affect rates only by the amount of depreciation expense less fuel cost
savings.

Judge Harrison also considered the notion that AFUDC policy should be retained as a
means of providing an incentive for the efficient operation of the utility. Under
this viewpoint, because companies under a CWIP policy would already be earning a
return on uncompleted facilities, they may not have as much incentive as under AFUDC
policy to complete a facility as quickly as possible. Judge Harrison pointed out,
however, that construction delays have been 'rampant' in recent years even under
AFUDC policy. And the penalty imposed on consumers for a construction delay,
regardless of its cause, is far more severe under AFUDC policy than under CWIP
policy, he observed. When these observations are added to the previous finding that
AFUDC policy imposes significantly higher real costs on consumers, said the judge,
using AFUDC policy to attempt to force construction efficiency 'emerges as the worst
conceivable method of doing so from the ratepayers' standpoint. ' [FN36] The .
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additional cost penalty inherent in AFUDC itself, he said, 'grossly overmatches' the
possible benefits of AFUDC policy as an incentive device. A better solution to the
construction efficiency dilemma, he suggested, would be an incentive rate of return
(IRON) approach similar to that we adopted in the Nine Mile Point No. 2
investigation. [FN37]

Cost-benefit Analyses

To test the impact on revenue requirements of CWIP and AFUDC policies, Judge
Harrison examined a study submitted by staff comparing the cost of a single
generating station under the alternative policies from the start of its construction
to the end of its depreciable life. The analysis assumes that a plant costing $1
billion in nominal dollars will be constructed over five years and depreciated over
the following thirty years. The impact on revenue requirements was compared under
three sets of circumstances: Case 1, which assumes capitalization of AFUDC; Case 2,
which assumes CWIP in rate base with the same capital costs; and Case 3, which
assumes CWIP in rate base with some reduction in capital costs to reflect improved
financial strength. [FN38] Table 4 below shows the current dollar revenue
requirement over the life of a facility according to these assumptions.

TABLE 4
NOMINAL REVENUE REQUIREMENTS FOR A SINGLE PLANT

C o s t  ( M i l l i o n s ) Per  Cent  O f  Case 1

C a s e l
Case 2
Case 3

$5,504.05
4,588.68
4,480.06

83
81

Given the use of nominal dollars in this comparison, which thus does not consider
the effects of inflation, Judge Harrison observed that it is unsurprising that CWIP
policy produces a much lower revenue requirement than AFUDC policy. For CWIP policy
requires payments at the beginning of a plant's history when, under conditions of
inflation, a dollar is worth more. Allowance for funds used during construction, on
the other hand, requires somewhat greater payments later on, but dollars then are
less valuable.

Table 5 below, which restates each alternative in rems of constant dollars,
reflects a ' fairer comparison, ' in the judge 's words, in that all future amounts
have been discounted to Year 1 at the rate of inflation, which was assumed to be
per cent .

7

TABLE 5
CONSTANT DOLLAR REVENUE REQUIREMENTS FOR A SINCLE PLANT

C o s t  ( M i l l i o n s ) Per  Cent  O f  case 1

Case 1
Case 2
Case 3

$2,104.75
1,960.50
1,908.92

93
91

According to the above table, CWIP policy remains cheaper than AFODC policy, and
remains more so if  it: is assumed that capital costs are lower under the former.
Constant dollar analysis thus suggests than AFUDC policy imposes a greater real cost
on consumers .

As Judge Harrison pointed out, however, given the difference in timing--with CWIP
policy requiring payments at the beginning of a plant's history and AFTJDC requiring
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greater payments later on--and the differences between the inflation rate and the
AFUDC rate/rate of return--a difference assumed here to be 3 to 4 per cent--this
result is not particularly surprising, either. For consumers provide an additional
real return for the privilege of deferring capital charges, and as long as both the
AFUDC rate and the rate of return are greater than the expected rate of inflation
the real cost of AFUDC capitalization will necessarily be greater than the real cost
of CWIP inclusion

Judge Harrison therefore turned to a present value analysis in an attempt to
determine whether consumers, even though faced with the higher long-run real costs
of the facility under AFUDC policy, would nonetheless prefer the cost deferral it
entails because of the value to them of postponing the payment of capital charges
during construction. Like constant dollar analysis, present value analysis uses a
discount rate to convert future amounts to a value associated with the present; but
it attempts to define this rate in terms of the 'opportunity cost' to the consumer
or the rate at which consumers can expect money held today to compound into the
future, if it is held and invested instead of being spent currently. The record of
this proceeding, however, contains no evidence concerning consumers' opportunity
costs under given assumptions for inflation and interest rates. Judge Harrison
therefore approached the .present value analysis from a different perspective; he
used it to determine the rate at which consumers would be indifferent between CWIP
policy and AFUDC policy with respect to a particular facility

On the basis of this analysis, he concluded that under the Case 2 assumptions
constant capital costs--consumers would prefer AFUDC policy if their aftertax
opportunity costs were greater than 10 .84 per cent, and under Case 3 assumptions
lower capital costs under CWIP policy--AFUDc policy would be preferred if the
opportunity cost rate were greater than 12 .30 per cent. Restated in terms of pretax
returns, he estimated that the average business customer would have to earn a 22 per
cent return before AFUDC would be preferred over CWIP, and a residential consumer
would have to earn a return in the range of 14 to 18 per cent. Moreover, he said
if the rates assumed in staff's analysis were updated to reflect the higher rates
currently prevailing, an aftertax opportunity cost of 15 to 16 per cent would be
suggested, implying a pretax return in the 20 to 25 per cent range, a return which
he said was 'virtually impossible to achieve at reasonable levels of financial
risk. ' [FN39] Given that this high opportunity cost rate can be achieved, if at all
only at very high risk, said Judge Harrison, most consumers would not favor AFUDC
policy, at least on the basis of an individual facility

The judge also performed an analysis of systemwide costs to determine if the
conclusions reached in the individual-plant study would hold up if applied to a host
of facilities at various points in their service lives, or still under construction
He developed a hypothetical seven-plant system using the identical plant and revenue
requirements assumed in Case 1. Under his assumptions, where plants are constructed
in five years and depreciated over thirty years, and the utility system does not
grow, six plants are in service and one under construction in any one time

The analysis suggests that because individual plants are more costly under AFUDC
policy, total revenue requirements will almost always be higher on a systemwide
basis and where, as here, a uniform replacement cycle is assumed, service rates will
be lower under AFUDC policy only in the year just before a new plant is scheduled to
go on line. Growth in construction costs does mitigate the additional costliness of
AFUDC policy, he observed; but only where a system grew continually by about 7 per
cent a year or more, or where construction costs per unit of output escalate at a
rate 7 per cent greater than the rate of inflation, would AFUDC policy begin to look
favorable relative to CWIP policy on a systemwide basis from the ratepayers
standpoint

Judge Harrison's Conclusions

Judge Harrison concluded that the policy of capitalizing AFUDC on construction work
in progress 'has virtually nothing to recommend it [FN40] Irrespective of whether
CWIP is otherwise required for maintenance of uti l i ties' financial viabi l i ty, he
determined that full CWIP inclusion would be warranted in the interest of long-run
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Second, staff dismisses the systemwide cost analysis performed by Judge Harrison as
being biased inasmuch as the projected inflation rate of 7 per cent is much less
than the assumed rate of return; under these conditions, staff claims, it is not
surprising that a constant dollar analysis favors the CWIP policy. Further, says
staff, the analysis is suspect in that it fails to incorporate the present AFUDC
policy as a starting point, which, it says, the analysis must do in order to reflect
the reality of decisions facing us today. It maintains that if the system study is
revised to reflect proper assumptions, the judge' s conclusions regarding the
desirability of CWIP are shown to be raise.

The companies maintain that for those utilities involved in major construction
projects to be completed in the next few years, the three- to four-year phase-in
recommended by Judge Harrison will not occur soon enough 'to avoid additional
financial deterioration or precipitous increases in revenue requirements when those
projects go into service. ' [FN42] They therefore urge a more rapid phase-in of
CWIP, which they say will reduce the magnitude of rate increases required when the
new generating stations are brought on line and will alleviate the financing and
cash-flow problems that occur near a project's completion.

Staff excepts to the judge' s recommendations on CWIP policy, describing it as a
'quick fix' that will require huge rate increases for utilities engaged in large
construction projects, and, moreover, will place such projects on a cost-plus basis.
[FN43] In particular, it objects to several aspects of Judge Harrison' s analysis.
First, referring to .his present value analysis and his observation that the
opportunity cost rates favoring the AFUDC policy were largely unavailable to most
consumers, staff maintains that many investors are capable of earning a return
higher than the 12.3 per cent level assumed by Judge Harrison. More fundamentally,
it contends that many utility customers must be viewed as borrowers rather than
investors; for those customers with little or no money to 'invest' in a utility, it
explains, must borrow to pay CWIP charges. In any event, says staff, given that
' the majority of customers' have discount rates substantially above the 12 .3 per
cent level computed by Judge Harrison, his conclusion that CWIP is an economical
investment is incorrect.

minimization of capital costs. Arguing against switching entirely to CWIP policy
today, however, is that 'current rates will for a few years reflect the costs of
both CWIP policy and AFUDC policy and the benefits of neither. ' [FN41] Because of
this switchover problem, and the effects of new tax normalization requirements will
have on rates over the balance of this decade, he recommended 'that [we] move to a
policy of full CWIP inclusion somewhat gradually, over a three-, four-year period.'

49 P.U.R.4th 329
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Finally, staff maintains, the judge' s finding to the contrary notwithstanding, that
the AFUDC policy has a proper function in encouraging utilities to complete projects
on schedule at a reasonable cost. According to staff, the AFUDC mechanism, unlike
the judge' s proposed CWIP policy, promotes the efficient allocation of resources by
forcing those who earn a return on the project to bear some of the risk during the
construction period.

The Parties' Exceptions

Page 18
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Consumer Protection Board's exception claims that the judge understated many of the
considerations favoring AFUDC policy. First, it says, Judge Harrison's dismissal of
the matching concept--that costs should be charged to those customers who actually
will benefit from the use of the facilities-~was improper. Although conceding the
judge's point that many future customers are also today's customers, CPB maintains
that there still should be some matching in terms of time; i.e. , customers should
not pay for this service until they receive it.
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Second, CPB emphasizes the advantages of AFUDC earnings, claiming that in some
respects, they are superior to operating earnings. For one thing, it says, the
AFUDC return will always equal the allowed return, thereby giving a company with a
large construction program a better chance of earning its allowed return overall
than a company with a small construction program. It also points out that AFUDC
earnings will eventually be recovered in full by investors through depreciation
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[6] According to Judge Harrison's analysis, eliminating entirely the AFUDC policy
in favor of the systematic inclusion of CWIP in rate base would reduce long-run
financial costs to ratepayers. In support of this finding, the judge cites the
results of his cost-benefit analyses, which featured a comparison of CWIP and AFUDC
policies in terms of nominal and constant dollar revenue requirements, and
consumers' asserted preferences. Upon reviewing the judge's investigation, however,
and the parties' comments on it on exceptions, we are unable to reach the same firm
endorsement of a full CWIP policy as did Judge Harrison.

m.

In addition to understating the advantages of AFUDC, the judge overstated the
disadvantages, says CPB. As for the problem of 'lumpy' rate increases when a plant
enters rate base, CPB maintains that the proper remedy is not to resort to a CWIP
policy, but to phase the plant into rate base as it is needed and accrue AFUDC on
the remainder, which, it says, would achieve equity by having rates support plant
only if it becomes used and useful while mitigating an admitted 'lumpiness' problem.

The nominal and constant dollar cost comparison between AFUDC and CWIP, for
example, do not provide a strong basis for preferring a CWIP policy. Although the
nominal dollar analysis shows that AFUDC requires a greater number of stated dollars
over time than does a CWIP policy, given that payments under the former occur
substantially later in time than do payments under the latter, the deferral afforded
by the AFUDC method, depending on the time value of money to consumers, may make it
preferable to the clIp approach. The constant dollar analysis provides a better
comparison by adjusting for the effects of inflation, but so long as the AFUDC rate
and rate of return exceed the expected rate of inflation, timing differences between
payments under the CWIP and AFUDC policies can be expected to favor the former
approach. As Judge Harrison correctly observed, the question turns on the value to
consumers of deferring the higher nominal dollar revenue requirement associated with
an AFUDC policy.

charges after the plant goes into service. Finally, CPB observes that: AFUDC
earnings do not suffer from regulatory lag, either in rems of the AFUDC rate or the
base it is applied to, both of which are frequently updated. Thus, it concludes, the
judge was clearly wrong when he stated that AFUDC earnings had 'virtually nothing to
recommend them. |
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Using a present value analysis, Judge Harrison found that consumers would have to
earn an aftertax return in excess of 12.30 per cent before they would prefer an
AFUDC policy over inclusion of cwlp in rate base. Given that this return is
'virtually impossible to achieve at reasonable levels of financial risk, ' [FN44] he
said, most consumers would not favor an AFUDC policy. It should be emphasized,
however, that the record includes no evidence on the issue of consumer discount
rates, an essential ingredient for any definitive present value analysis; the
judge's conclusion rests instead on his general perceptions as to the individual
discount rates of utility customers. But as staff argues on exceptions, it may be
that most customers in fact can earn returns higher than the figure offered by the
judge, and, hence, would prefer the deferral associated with AFUDC policies. Others
have suggested that discount rates vary markedly with income, with extremely high
discount rates being associated with low-income consumers--reflecting the lack of
discretionary funds available to them for paying now rather than later--and somewhat
lower discount rates coming into play as income increases. staff hints at this line
of reasoning, contending that in the case of low-income consumers, the relevant rate
is that at which they would borrow money rather than the return their investment
would earn. In any event, in the absence of any consensus on this matter, or
evidence concerning the discount rate associated with various electric customers
across income categories and service classifications, we find no basis in this
record to conclude that customers are benefited, in general, by accelerating rather
than postponing payments for utilities' capital expenditures.
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We concede that this policy does not alleviate all the shortcoming
Harrison. B " "*

9
s _ 1 To relieve the

'lumpiness' problem cited by the judge, for example, alternative methods of
accounting for CWIP could be used to accelerate savings on AFUDC charges to the
early years of a plant's useful life, thereby lessening the otherwise substantial

We directed that a
method of accounting such as this be employed in the recent Central Hudson rate
case, [FN45] and, on the basis of the experience there, we may apply it to other
ut i l i t ies as wel l .

years of a plant's useful life,
And these same depreciation techniques, by

increasing capital charges in the later years of a plant's useful life, have the
additional effect of relieving the cash-flow problems associated with constructing a
replacement facility.

method
8

Normalization of Taxes
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identified Hg Judge

impact on rates when a generating plant is put into service.

Moreover, alternative methods of depreciation, by providing for
lower depreciation charges in the early could also
act to ease the 'lumpiness' problem.

[7] Enactment of the Economic Recovery Tax Act (BRTA) substantially narrowed the
scope of tax normalization issues in this proceeding, for the act requires full
normalization treatment of investment tax credits (ITch) and of the timing
difference between book and tax depreciation expense. The remaining items, over
which we have some discretion, include the tax-book timing difference of some
construction overheads and the interest component of AFUDC, and the additional tax
depreciation on property placed into service before ERTA's effective date. Judge
Harrison recommended that of these items, only AFUDC be normalized, pointing out
that inasmuch as the AFUDC rate would simply be reduced by the tax effect of the
interest component, it is 'akin to placing CWIP in rate base. ' [FN46] Moreover, he
said, it would make no economic sense to flow these tax benefits through considering
that current ratepayers, under the AFUDC method, are not paying the underlying
financing charges. He emphasized that normalizing AFUDC was not a substitute for a
policy of full CWIP in rate base, and observed that once such a policy were
implemented, the AFUDC issue would no longer arise.

The judge recommended against any further extension of the normalization policy,
reasoning that normalization of any additional items, though enhancing cash flow,
would have little effect in reducing long-run customer costs. In contrast, he said,
placing CWIP in rate base would 'substantially reduce long-run costs, ' so, as
between the two, he felt it imperative that normalization policies not interfere
with the ultimate goal of full CWIP in rate base. Accordingly, the judge urged that
concerns about rate impact 'not be exacerbated by switching now to normalization of
construction overheads or other discretionary items. ' [FN47]

On exceptions, the companies advocate full normalization as a matter of policy,
contending that flow through is inefficient and inequitable. It is inequitable,
they say, in that a disproportionate share of tax benefits is allocated to current
ratepayers, while the corresponding tax burden is passed on to future generations of
ratepayers. Inefficiency arises, say the companies, because the cash flow and
coverage ratios are reduced, at the time cash is most needed, below the level that
would result from an allocation of the taxes to the corresponding time period.
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Staff also objects to the judge's reconunendation on tax normalization, though its
comments are not in the form of an exception. Staff disagrees with the judge's
conclusion that inclusion of CWIP in rate base is preferable to normalization of
tax benefits. Accordingly, while the judge's proposal to include all CWIP in rate
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base allowed the flexibility to flow through certain tax benefits, staff would
apparently prefer to normalize tax benefits before resorting to the CWIP option.
Replying to the companies' exception, staff opposes their proposed full
normalization policy, maintaining that any normalization beyond that required by
ERTA should be limited to companies requiring cash-flow relief .

We agree with staff that the judge's findings on the CWIP issue had a substantial
impact on his recommendations regarding tax normalization: Given his finding that
CWIP is the preferable mechanism for effecting cash-flow relief, and that a policy
of full inclusion of CWIP in rate base should be implemented, he was afforded the
flexibility of generally rejecting tax normalizations as a second-best device for
improving utilities' financial integrity. Only with respect to AFUDC, where
normalization is assertedly justified on the basis of economic principle, did he
depart from a general flow-through policy for those items over which we still have
some discretion after ERTA. But considering our earlier rejection of the judge's
recommendation to move to a policy of full inclusion of CWIP in rate base, and,
correspondingly, our skepticism regarding the preferability of CWIP in rate base to
normalization of tax benefits, we are inclined to agree with staff that our current
policy of relying in the first instance on tax normalizations as a means of
improving a Utility's cash flow is reasonable. We are unwilling to move toward a
policy of full normalization as suggested by the utilities, however, for we
continue to believe that any normalization beyond that required by ERTA should be
limited to cases where a company has made a showing of financial need.
Accordingly, we shall continue to consider the need for additional tax
normalizations on a case-by-case basis, mindful, of course, of the bond rating and
interest coverage standards discussed earlier.

Depreciation

[8] Three different proposals were advanced to alter depreciation practices for
rate-making purposes. These proposed modifications were offered in response to
short-comings in straight-line historical depreciation, which assertedly f ails to
respond to the erosive effect of inflation on earnings and on the value of invested
assets.

First, several utility witnesses suggest that book depreciation rates be
accelerated in an effort to provide a more rapid recovery of historical costs,
thereby reducing the need for externally raised funds in the earlier years of an
asset's life. According to these witnesses, increased depreciation allowances would
recognize the effects of inflation and would provide consumers with a better
indication of the economic cost of serving them. In examining this proposal,
however, Judge Harrison concluded that inflation per se does not provide a
compelling basis for accelerated book depreciation of historical costs. While
inflation increases the nominal amount of total capital requirements, he said,
accelerated recovery of capital costs does not correspondingly increase the amount
of internally generated funds; it merely accelerates the timing of recovery of an
asset's original cost. Thus, he concluded, this proposal is advantageous only to the
extent that it would improve cash flows early in an asset's life, a function more
efficiently performed by tax normalizations and CWIP in rate base.

The second depreciation proposal, described by the judge as ' inflation accounting,'
would base depreciation expense on a fair value rate base whereby dollars would be
adjusted to the same purchasing power as the dollars originally invested. This
method is intended to eliminate the risks borne by investors that inflation may
erode the value of their investment. According to Judge Harrison, however, the
risks of erosion borne by investors stem from the utility's inability to earn its
allowed return, not from depreciation practices. Moreover, he said, inflation alone
does not cause deterioration of utility' s real financial situation, given that real
financing requirements per unit of output remain constant over time. Finally, the
judge pointed out, citing testimony of a staff witness, that as a consequence of
revaluing assets to account for inflation, the inflation premium must be removed
from the rate of return. Doing so, he noted, has the undesirable effect of reducing
cash flow early in the useful life of an asset. Given this result, Judge Harrison
concluded that inflation accounting would be regarded unfavorably by both investors
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and consumers .

consumer Protection Board presented the third depreciation proposal, termed
'economic amortization' or 'constant real costing' by the judge. It attempts to
promote economic efficiency by defining the annual depreciation charge in terms of
the effective marginal cost of capital. Under this approach, an asset's value is
adjusted each year for that year's inflation less technological progress--i.e.,
current replacement costs--or net inflation. The amount of annual depreciation plus
return charges is designed to remain constant in real terms, and thus the nominal
charge is increased each year by the net inflation rate. In succeeding years, the
depreciation charge would be recalculated taking into account actual inflation,
technological progress, and the remaining life of the asset in question. A
variation of this method, known as 'constant nominal costing, ' was offered by CPB as
a suitable alternative for purposes of this proceeding. It would operate in a
manner similar to a typical home mortgage, as described by the judge:

'Using a complicated formula, the bank divides a constant amount to be paid each
month. Depending upon the length of the mortgage, the amount of principal repayment
(depreciation) will be very small at first, and interest charges constitute the bulk
of the payment. As time goes by, and the amount of outstanding principal is reduced,
the portion constituting interest repayment is reduced and greater contributions to
principal repayment are made. ' [FN48]

In examining the economic amortization proposal, Judge Harrison observed that under
conditions of inflation, it would suggest an annual depreciation charge less than
that produced by straight-line depreciation, or, in other words, decelerated book
depreciation. According to the judge, 'because the nominal value of an asset may
increase in the early years of its useful life by more than the small return of
principal which would otherwise be called for by constant nominal costing, a company
could, and most likely would, record negative depreciation for a number of years
until the period of remaining life shortens to the point where positive depreciation
would be called for.' [FN49] In terms of financial viability, it would provide the
lowest early period nominal cost to consumers, said the judge, but would result in
higher real total cost over the entire useful lifetime. In fact, as to the former
point, in the studies performed by the judge (the NYSEC sensitivity study) , negative
depreciation in the early years of assets with long service lives reduced cash flow
so substantially that financial viability was 'utterly destroyed, ' prompting Judge
Harrison to conclude that economic amortization is 'financially unworkable. ' [FN50]
On the basis of his examination of the depreciation alternatives, therefore, he
recommended that we continue the use of current depreciation practice.

On exceptions, CPB reiterates many of the asserted benefits of its economic
amortization proposal. First, it says, economic depreciation sends the proper price
signals to consumers, while at the same time allowing the utility to recover the
cost of the asset according to its true economic cost over time. second, it is a
dynamic as opposed to a static method, inasmuch as the results can vary according to
the rate of inflation and technological progress. Third, CPB maintains, economic
amortization provides a closer tracking of value in that it is able to reflect the
changes in value of utility plant from year to year. It says, for example, that if
demand upon a plant were not fully realized in the initial years of operation, or if
expected savings in operating and maintenance costs were postponed to future years,
economic depreciation would reflect these circumstances by suggesting a lower
depreciation charge in the early years. Only economic depreciation techniques can
convey the true economic value of a utility' s assets, says CPB.

Despite the condemning results suggested by the NYSEG sensitivity study and the
unfavorable conclusions of Judge Harrison, we are not so quick to dismiss the
depreciation concepts advanced by CPB. Although, as the judge pointed out, the
negative depreciation charges in the early years of an asset's useful life increase
the inflation-adjusted total cost over the asset' s lifetime, the present value of
the depreciation is identical and the lower initial charges may be useful in
lessening the otherwise significant rate impact of adding a new generating facility
to rate base. Moreover, as noted earlier, a method providing for real levelized
depreciation charges--with higher nominal dollar charges in the later years of a
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facility--could be helpful in generating adequate cash flows for the construction of
a replacement facility. Given the possible advantages of economic depreciation
techniques, and the extent to which they can be used to alleviate the same cash-flow
and pricing problems redressed by tax normalizations and CWIP in rate base, we look
forward to considering refinements of these concepts in the proceeding we recently
commenced concerning the rate-making principles application to the Shoreham nuclear
generating station. [FN51] Although the depreciation options in that case will be
somewhat constrained to the extent that the facility is nearing completion, we
expect nonetheless to examine more specific proposals applying the depreciation
principles discussed here. In our view, major problems in implementing economic
depreciation, in addition to the concerns about the capital market's perceptions
cited by the judge, relate to providing a transition from traditional methods to new
ones and determining the consequences of such changes on depreciation recorded for
financial reporting purposes. We encourage the companies to begin considering these
concepts, and the alternatives for their implementation

Miscellaneous Issues

Staff's Proposed Financial Planning Model

Staff proposes that each company be required to file a yearly strategic financial
plan similar to those presented in this proceeding. It emphasizes that a key
element of its financial strategy rests on our ability to anticipate the utilities
prospective financing and rate-making needs, and it maintains that we should not
make decisions with significant long-term impact on rate-payers without the
information available from these filings. Staff submits that this information would
be available for use by us or siring boards in Art VIII proceedings, rate cases
special proceedings such as the Nine Mile 2 case, and other generic proceedings
Without the imposition of this requirement, staff is doubtful that any effective
financial program could be developed

Judge Harrison did not discuss the financial planning model advanced by staff; this
omission is understandable considering the proposal was described in but two pages
of testimony and one paragraph in staff' s initial brief to the judge. We thus doubt
that this proposal was the 'cornerstone of staff's position in this case We are
also skeptical that the possible benefits to the derived from this additional filing
would be measurable. for most of the information staff describes is already
available in other filings submitted to us and to the state energy office under § 5
112 of the energy law. Thus, although we share Staff's concern that we be provided
with the necessary information to anticipate the utilities' financing needs, we are
unconvinced that requiring a 'yearly strategic financing plan' is necessary

CPB ' s Miscellaneous Proposals

In its brief on exceptions, CPB decries the f allure of the recommended decision to
adopt or otherwise comment on several of its proposals. Specifically, CPB offers the
following suggestions for our consideration

(1) The possibility of direct sale of common stock,
securities directly to consumers

debenture debt, and preferred

(2) Using new methods of utility construction planning that would allow for cost
minimization during periods of extreme fluctuations in interest rates

(3) Adoption of accelerated tax depreciation methods to minimize utilities' federal
income tax costs

Additionally, CPB objects to the judge's so ~mary rejection of its NYSCORE model
which was used in this proceeding to determine Niagara Mohawk' s optimal capital
structure over a 15-year period. Although conceding that the model is imperfect,
maintains that it is still a potentially valuable tool in optimizing the results
from competing objectives, and urges a continuation of this proceeding to pursue
refinement of the model

CPB
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As to CPB' s first suggestion, it should be noted that Central Hudson recently filed
a petition for our approval of a plan to market common stock to its customers. As
part of our examination of this proposal we will investigate the advantages of this
capital marketing technique. As for CPB' s construction cost minimization proposal,
we agree with the companies' reply comments that such a scheme is unworkable, given
that market fluctuations cannot be predicted nor can construction expenditures be
easily adjusted to accommodate those fluctuations without upsetting construction
schedules. Finally, the tax depreciation methods advanced by CPB have been largely
mooted by the mandatory requirements of ERTA.

We also deny CPB's request to prolong this proceeding pending a respecification of
its NYSCORE model. This model was thoroughly discussed by Judge Harrison in the
capital structure section of the recommended decision and, when used to predict
Niagara Mohawk' s optimal capital structure, suggested that this company's financial
costs could best be minimized by allowing its debt ratio to increase to 84 per cent
over the next fifteen years, in total disregard of the leverage and interest
coverage consequences of such a policy. Considering the absurdity of this result, we
doubt that any modest amount of respecification would sufficiently refine this model
to render it useful in this proceeding.

MEAD and MARR, commissioners, concurring :

This proceeding was commended for the purpose of examining the long-range financial
plans of New York state's seven combination gas and electric utility companies. We
believe the majority opinion ref lects a balanced view of the needs of the utilit ies
in f inancing future capital investment projects as well as the impact those policies
will have on ratepayers .

However, we do take issue with two items that the majority has decided warrant
further consideration. Though the majority has not decided to pursue either of
these courses at this stage, our objections to them lead us to conclude now that the
disadvantages of the two proposals outweighs any possible benefits that .could be
achieved. First, we object to the majority' s encouragement of third-stage filings
even if it were shown that this mechanism could postpone to some extent major rate
cases. We have allowed second-stage filings, during the rate year, primarily to
reflect known increases in labor and property tax expenses. The policy reasons for
second-stage filings were twofold: first, in the case of wage expense to avoid
setting a floor for labor negotiations, and second, regarding taxes, to use actual
numbers when they become known. By allowing these items in a second~stage filing we
hoped to avoid any underrecovery or overrecovery by the utilities of known changes
during the rate year. But we object to a further elaboration of this process by
allowing third-stage filings to recover increases that occur beyond the first year
of new rates. We agree with Judge Harrison that adding a third-stage filing would
exacerbate an already complex and inefficient use of the rate-making procedure as
well as add more confusion to the public's perception of our rate-making procedures.
In addition, as Judge Harrison pointed out,

' (T)hey essentially truncate the rate-making process by accounting at particular
points in time for only some of the changes in circumstances occurring during
intervening periods. By virtue of being known, second- or third-stage adjustments
are more certain in amount. But there can be no confidence that altering rates for
these factors alone properly reflects the evolution of revenue requirements as a
whole.

' In view of its deficiencies, any potential justification for third-stage awards
vanishes when it is also considered that existing procedures would permit new rates,
tested in an entirely new plenary rate proceeding, to go into effect at precisely
the same point in time. The fact that some companies may have averaged up to two
years between rate cases does not support the institution of additional rate case
stages. It simply means that they did not avail themselves fully of existing
procedures.'

We agree with Judge Harrison's observations regarding the use of third-stage
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filings, and would refrain from encouraging the parties to offer proposals for their
implementation . _

second, we object to any proposal for a post-rate case adjustment mechanism that
would update a pool of items in utility operating costs through the application of
nonutility-specific price indexes. Our reasons are the same as those expressed above
with respect to third-stage filings. For one, there is the problem of ratepayer
confusion about our rate-making process. For another, we will be increasing various
cost components based on nonutility-specific indexes without looking at the other
components of the rate case. This will amount to a variant of an automatic
adjustment clause, which we feel is to be avoided. at almost any cost.

FN1 Case 27679, order instituting proceeding, Dec. 31, 1979.

FN2 Id.

FN3 Recommended decision.

FN4 Id.

FN5 Id.

FN6 Id.

FN7 Recommended decision .

FN8 Id.

FN9 It should be noted that more recent data show an increase in the average equity
ratio for this group to 38 per cent.

FN10 By this action, we intend neither to endorse nor deny Con Edison' s proposal to
pursue a higher equity ratio. In our view, the desirability of their plan is better
left to be examined, in light of our findings here, in its individual rate case.

FNl1 Recommended decision.

FN12 Id.

FN13 Consumer Protection Board's brief on exceptions, p. 14.

FN14 Recommended decision .

FN15 Id.

FN16 Case 28036--Re Consolidated Edison Co. of New York, Inc.
--, Opinion No. 82-12.

(1982) NY PSC

FN17 See also Case 26094,
PURed 119.

Re Jamaica Water Suonlv Co . (1971) 11 NY PSC 494. 495, 89

FN18 Cases 27984-27986, Re Niagara Mohawk Power Corp.
Opinion No. 82-4 .

(1982) ~~-- NY plc r

FN19 Recommended decision.

FN20 Id.

FN21 Cases 27984-27986, supra, Opinion No. 82-4.

FN22 SM 3436 I

FN23 Companies' initial brief, p. 77.
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FN24 Recommended decision.

FN25 Id.

FN26 Id.

FN27 Star:E's brief on exceptions, p. 29.

FN28 Recommended decision.

FN2 9 Id .

FN3 o Id .

FN31 Id.
FN32 Id.
FN33 Id.

FN34 Id n

FN35 Id |

FN36 Id.

FN37 Case 28059, Re Inquiry into Financial and Economic Cost of constructing Nine
Mile Point No. 2 Nuclear Station (1982) --my PSC--, Opinion No. 82-7.

FN38 In Case 3, the use of CWIP policy is assumed to reduce the cost of common
equity by 0.5 per cent and the cost of preferred stock and debt by 0 .3 per cent .

FN39 Id.
FN4 o Id.

FN4 1 Id.

FN42

FN43

Uti l i t i es' br i ef  on excepti ons, pp. 6, 7.

St;aff's brief on exceptions, p. 5.

FN44 Recommended decision.

FN45 cases 28105,
Opinion No. 82-21.

28106, Re Central Hudson Gas as E. Corp. (1982) ..--- NY PSC I

FN46 Recommended decision.

FN47 Recommended decision.

FN48 Recommended decision.

FN4 9 I d

FN50 Id s

Fn5l Case 28252, Re Order Instituting Proceeding, Aug. 12, 1982 .

END OF DocuI/:EnT
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Nevada public Service Commission
November 26, 1991

ORDER approving a 4.8% increase in rates and charges for retail electric service.
Commission authorizes Nevada Power Company (NPC) to increase its deferred energy
adjustment account rate by $.00101 per kilowatt-hour and to increase base tariff
general rates by $12.225 million per year, reflecting an authorized rate of return
on common equity of 12.5% and an overall rate or return on rate base of 9.72%.
Rates are designed to move toward marginal cost of service, with increases or
decreases to any particular class limited to the overall percentage change plus 5%.
Depreciation rates are revised, with the rate for total depreciable plant increased
from 2.76% to 2.91%, resulting in an annual accrual increase of $1.789 million.
Commission finds no imprudence on the part of Nevada Power Company (NPC) with
respect to its past fuel procurement practices. nevertheless, it finds that by
today's standards of planning NPC failed to exercise reasonable and accepted coal
contracting practices and orders its staff to conduct an ongoing and detailed
review of NPC's coal contracts. Moreover, the commission agrees to establish rules
and procedures to ensure arms-length dealing between NPC and various coal-mining
affiliates. Commission directs NPC to allocate costs associated with its common
coal stockpile agreement with the California Department of Water Resources between
shareholders and ratepayers in proportion to the benefits received.

. ,progress (QWIBI s. included n rate .
§§ i§yHwitH 36Hlt36ha cash flow requi to ensure its financial l&§£§§i.
Commission disallows the cost of executive incentive awards, finding that the goals
of the incentive plan were more responsive to the needs of shareholders than
ratepayers and that the level of incentives paid appeared unjustified in light of
the utility's financial position.

c

132PUR4TH416

132 P.U.R.4th416

(Publication page references are not available for this document.)

Re Nevada Power Company
Docket nos. 91~5032, 91-5055

;<xbase to pravmde

Page l

[ABSTRACT OF DECISION. THE FULL CASE TEXT IS OMMITTED FROM THE PUR BOOK
voLumE.]

APPEARANCES: For the Co~ ~mission: Michael A. whitlock, Commissioner, and Presiding
Officer, Thomas E. Stephen, chairman, Stephen Wiel, Commissioner, Jo Ann Kelly,
Commissioner, .Rose McKinney-James, Commissioner, Robert Cooper, Administrative
Assistant. For the Commission's Regulatory Operations staff: Kelly Jackson, Staff
Counsel, Louise Uttinger, Assistant Staff Counsel, -- Lawrence Stratman, --
Assistant Staff Counsel. The Attorney General's Office of Advocate for Customers of
Public Utilities: Fred Schmidt., Consumer Advocate. For Nevada Power Company:
Richard L. Hinckley, Cheryl Hachman, Allison, MacKenzie, Hartman, Soumbeniotis and
Russell, Ltd., By Michael Soumbeniotis. For the Intervenor Colorado River
Commission: Gerald A. Lopez, Deputy Attorney General, Brown, Olson & Wilson, By
Peter w. Brown. For the Intervenor Utility Shareholders Association of Nevada:
Crowell, Susich, Owens & Tacked, Led., By Robert L. Crowell, Steven Tackes. For the
Intervenor U.s. Department of Energy: Lawrence A. Gollomp, Perry Bruter, Assistant
General counsel. For the Intervenor Southwest Gas Corporation: John c. Walley,
Southwest Gas Company. For the Large Power Consumer Interveners: Vargas & Bartlett,
By Robert Marshall, and Martha J. Ashcraft. For the Intervenor Las Vegas Valley
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OCA witness, Mr. De Ward, testified that the inclusion of CWIP in rate base would
provide the Company with an extraordinary level of rate relief, and the Company has
f ailed to justify the need for that extraordinary relief as part of the filing.

Staff witness, Mr. Anderson, testified that Staff is of the opinion that current
consumers should not pay for facilities that primarily benefit future customers.
[FN381] Staff witness, Mr. Williamson, added additional clarification on Staff 's
position by stating, "However, Staff feels that the Commission, if after they have
taken a look at all the adjustments in this case and they've determined what the
overall rate of return should be, believes that the Company is in need of
additional funds, that CWIP should be looked at as a means for supplying those
funds rather than looking to the overall rate of return. [FN382]

Staff, the OCA, and the Large Industrial Consumers all opposed the inclusion of
CWIP in rate base.

The company has r » s §§§§ Commission o
Work; in Pr ass" (CwlR) associated with the Clark units 9 and 10 be i laded
rate base Company witness Ron Helbling testified the inclusion of CWIP in rate
base for projects pre-approved through the resource planning process would
accomplish three objectives. First, a clear signal would be sent to the financial
markets indicating this Commission was actively supporting efforts to meet
customers' rapidly expanding service requirements. Second, it would allow customers
to make an investment in their future which would pay dividends through lower rates
throughout the useful life of the affected projects. Third, it would provide badly
needed case to ameliorate construction funding requirements, thereby strengthening
the Company°s financial position by reducing reliance on external financing.
[FN378] Mr. Helbling further testified on rebuttal that the Company is dangerously
close to a financial position that would preclude financing of facilities needed to
meet customer service requirement. [FN379] In addition, Mr. Helbling state the
Co~ mission should reevaluate the standards relied upon to determine if CWIP should
be allowed in rate base in light of participation in resource planning since that
participation has made the Commission responsible for placing a quantitative
measure - the customer discount rate - upon the customers' value system. [FN380]
The Company calculated the revenue requirement impact of its request for CWIP in
rate base in this case to be $2,946,813.

i. Parties Positions

Docket No. 83-707 clearly shows that Mr. price was mistaken in his interpretation
of the Commission decision in that case. In Docket no. 83- 707, the Commission
calculated the adjustment by taking the difference between 100% of the levelized
payment and 100% of the actual payment and then multiplying that difference by the
69.2% allowable expense percentage. This calculation is equivalent to the
calculation used by the Staff and FEA. As was the case in Docket No. 83-707, the
Commission believes that the correct calculation of this offset requires
recognition of the fact that the Commission has, as least temporarily, disallowed a
portion of the lease costs. The decision to disallow a portion of the lease cost
was made independently of the decision for a rate base offset. However, it would be
illogical to not reflect the disallowance in the calculation of the offset.
Therefore, the Commission accepts the adjustment to reduce rate base by
$14, 121,396 .

132 PUR4TH 416

132 P.U.R.4th416

(Publication page references are not available for this document.)
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that the issue is not about whether stockholders are entitled to a return on their
investment in CWIP, for they clearly are; rather, the issue relates solely to the
timing of that return. As is the case with many rat emanking tools, whether or not
the inclusion of CWIP in rate base is the 'right tool for the job" depends on the
particular ~ituation the utility is in the time rates are set.
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One of the main arguments made by Dr. peseau was the lack of an adjustment to the
Company's requested return on equity to reflect the reduced risk perceived by the
market for a utility which is allowed CWIP in rate base. Dr. Peseau cited a study
preformed by Roger Morin which was reported in an article in the July 10, 1986,
Public Utilities Fortnightly entitled "An Empirical Study of the Effect of CWIP on
Cost of Capital and Revenue Requirements - Part I", which found that the cost of
co~ man equity for a utility with 25% of CWIP in rate base is approximately 0.4%
less than for a utility with no CWIP in rate base. [FN387] Dr. Peseau concluded the
Company has not substantiated the fact that its financial situation was so bad it
needed an immediate increase in cash flow, nor has it quantified the relationship
between a lower cost of capital due to CWIP and a reduction in its requested rate
of return and that no CWIP should be allowed in rate base until the Company
addresses both of these issues. [FN388]

The witness for the Large Industrial Consumers, Dr. Peseau, presented the most
extensive testimony in opposition to CWIP in rate base. Dr. Peseau testified that
the Company had not shown that its cash flow situation had deteriorated to the
point where dramatic remedies like including CWIP in rate base should be necessary,
and the Company has failed to account and adjust for the relationship between risk
and commensurate rate of return on equity and the amount of CWIP in rate base.
[FN385] Dr. Peseau went on to discuss the difference between including cwlp in rate
base and the more common practice in Nevada of accruing AFUDC during the
construction of a utility plant. Both alternatives allow investors to recover in
each all invested funds, as well as earn a rate of return on unrecovered funds. The
only difference, according to Dr. Peseau, is that allowing CWIP in rate base brings
an immediate cash return rather than a delayed return; therefore more cash is
available for investors now and less later. [FN386]

[FN383] Mr. De ward further testified that inclusion of CWIP in rate base would
create a mismatch in that the Company would be allowed to earn a return on this
investment without considering other changes which will occur subsequent to the
test year. Namely, there would be no recognition of offsets for sales growth, net
of increased expense levels to service the growth. Finally, Mr. De Ward stated
there should be a financial need to justify this extraordinary form of rate relief,
but the Company presented no financial witness to justify the need although the
Company claimed certain financial hardships. [FN384]

(Publication page references are not available for this document.)
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As with the decision on the appropriate return on equity, a decision on the
inclusion of CWIP in rate base requires the exercising of the collective
professional judgment of this Commission. As stated earlier, the Commission on
behalf of the ratepayers, has an overriding concern for the financial health of the
Company. Integral to that concern are the cash flow problems experienced by the
Company. Clearly, if it were not for this overriding concern, the decision on CWIP
would be a very easy one. ' _ A _ -._

.
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e. Materials and Supplies

i. Position of Parties

OCA witness Mr. De Ward proposed to remove 80% of the materials and supplies
inventory from rate base. This adjustment would reduce rate base by $11,169,569.
[FN389] Mr. De Ward testified that 80% of the materials and supplies inventory
related to construction projects and the account is merely a temporary holding
account for these supplies until they are charged to construction work in progress.
Therefore, in keeping with the OCA position that CWIP should not be included in
rate base, Mr. De Ward recommends removal of the amount from rate base. [FN390] Mr.
De Ward further testifies that the Company should separately account for the
construction related materials and supplies inventories and accrue AFUDC on those
balances. [FN391]

On Rebuttal company witness Mr. Price pointed out that the Commission has allowed
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By the Commission:

REBECCA D.
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slip Copy
2007 aL 2171450 (Nev.P.U.C.)
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81iF¥'ié@¢al&i*b.}2,;Q¥., . n *
1Zg3re;_3_ue~* ff -4

'*'""°& 94

~* _

NEV A WB enampzxnarx
degree u on and a

KELLY ,

SODERBERG I

WAGNER I

.

Commissioner

Commissioner ,

Chairman and Presiding Officer

\&4¥;\Er" n £lr{¢.-.q*-r* . ,Lg u u.;* L~ 4-? ,,. )  . .
3*4 »*-=v-;»»;*}**,*t=~»_ 32-.*IT.- k ~ i % ' 4 .̀ 41»1lr?A*l- " 1;|q4 *r]r_.r{ .DQ \. v - '  qgu rn -=.i-w»=»L . \

*"\ t £ *' 1 4 ! 3 \¢.» 4uln-r ..*
-'. 1-:D*¢.

3~D*' ' I 7: 4 -,_= t, 2 - M8 $939
A 1 : .8-51~* A'
8..;.*_ 1*.*'.' i 'L.*
*J . .

-1 83~7». ;*:'***=' * .FI
_ 3 . .-*-1 .

. *\-31 - I fa ea. 6 n *.
. . • .a .I "1: 4

§43 189 1

~.

in

MODIFIED FINAL anon

(Dissenting to Paragraph 120)

1€§;£Q9\8! !8§-18§

,go £ 3 9 1 8

Page

i

J
.s

4
.é

'a
s
1
J

.8

i

.8

15
1
t

8
z

`£

4
i
"8

The Public Utilities Commission of Nevada
findings and conclusions :

("Commiss.i.on" ) makes the following

'a
4
is
8

.8
I. Procedural History i

%

4

1. On November 17, 2006, Nevada Power Company ("NPC") filed with the Public
Utilities Commission of Nevada ("Commission") an Application, designated as Docket
No. 06-11022, for authority to increase its general rates to all classes of
electric customers to reflect an increase in its annual revenue requirement for
general rates and for relief properly related thereto. NPC requests an increase in
annual revenues of $172.4 million, which is approximately an 8% increase Over
present revenues. The impact of the Application varies by customer rate class.
proposed average impact for all residential customer classes is 12.25%.

The
4

Q

2. Also on November 17, 2006, NPC filed with the Co~ ~mission an Application,
designated as Docket No. 06-11023, for approval of new and revised depreciation and
amortization rates for electric operations. Specifically, the Application requests
an increase to current annual depreciation and amortization expenses of
approximately $54 million. In Docket no. 03-10002, NPC sought and was granted a
delay in implementing revised depreciation rates. As such, current effective
depreciation rates were last set in 1991.

i

3 .  T h e s e  A p p l i c a t i o n s  a r e  f i l e d  p u r s u a n t  t o t h e  N e v a d a  R e v i s e d  S t a t u t e s (" NRS " )
a n d  t h e  N e v a d a  A d m i n i s t r a t i v e  C o d e  ( " N A C " )  ,  C h a p t e r s  7 0 3  a n d  7 0 4 ,  i n c l u d i n g b u t  n o t
l i m i t e d  t o N R S  7 0 4 . 1 1 0 a n d N A C  7 0 3 . 2 7 1 5 , 7 0 3 . 2 7 8 a n d 7 0 3 . 2 2 0 1  e t  s e q .

2

»

4. The commission has issued a public notice of the above-referenced Applications
in accordance with state law and the Conuhission' s Rules of Practice and Procedure.

i
i

z
3

5 . Pursuant: to NAC 703.740,
referenced dockets.

the Presiding Officer has consolidated the above-

\
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slip Copy
2007 WL 2171450 (nev.p.U.c.)
(Publication page references are not available for this document.)

page 53

NPC to include in rate base the costs incurred through the Certification period to
implement a new customer Information System. [FN27] NPC's request to include CWIP
in rate base for the HAM line is supported by the same reasoning that the
Commission used in its decision to include CWIP in rate base for the Customer
Information System in NPC's 2001 GRC. (Exhibit: 11s at 4- 6.)

FN27. Docket nos. 01-10001 and 10002, Order, issued Mar. 2001, at 152.1

300. Additionally, NPC identified several factors for the Commission to consider
in determining whether to allow the HAM line CWIP into rate base NPC is not paying
a dividend. NPC continues to work to achieve investment grade status and faces even
greater challenges in funding facilities necessary to meet the growing needs of
southern Nevada. This Commission has never evaluated a request to include CWIP in
rate base from a utility that is below investment grade and facing unprecedented
financing challenges. Further, NPC had virtually completed the construction of the
HAM line by the end of Certification. (Id. at 9-11.)

1

3
1
4

3
3
3301. NPC disagreed with the BCP's characterization that NPC's request to include

CWIP in rate base is an attempt to reach beyond the test period. NPC has limited
its request to the expenditures through the end of the Certification period. (Id.
at 6-7.)

'i

3

302. Mr. McElwee stated that the BCP interpretation of NPC's intent is in error.
NPC will cease accruing AFUDC on the HAM line upon its completion, not upon the
effective date of the rates authorized in this proceeding. (Exhibit 111 at 12.)

I

a

g

J

z

Commission Discussion and Findings

anticipated high construction costs. As previously iNdicated in this Order and the
CWIP

will 1ead.~to an improved financial situation to -lower
borrowiNg costs to the .benefit of' NPC's_
of ratepayers and NPC. Therefore, the Commission finds that it -will accept NPC's
request to allow the $68,147,000 of HAM line CWIP in rate base.

303. In determininglwhe€her to include the HAM 1i5§fS Curr balance into rate base.
the Commission has Considered NPC's:currenE financial situation and its_ anticipated
construction budget~for generation, transmission, .and distribution. Further, the
Commission considered that the HAM line is an important component of NPC's
transmission system that provides transmission capacity predominantly for native
load customers. Additionally, the date the HAM line went into commercial operation
was considered. As it indicated in the Cost of Capital section of this Order, the
Commission believes it is necessary to support NPC as it enters into era of

final order iSsued in NPC's recent IP (Docket Not 06?q6951) 4 in rate base
for NPC, which can lead

customers, thereby balancing the interests

J

304. The Commission has established a mechanism in the resource planning
regulations for considering incentives for utility resources. NPC did not request
an incentive for the HAM line in a resource planning process. The Commission
prefers that NPC make future requests for incentives for resources in a resource
planning process.

305. With regard to the City of Henderson payments, the Commission believes that
the issue at hand with respect to the HAM line is whether NPC should be allowed to
place the HAM cwlp into rate base, not the prudence or reasonableness of the
project's costs. The prudence and reasonableness of the HAM line costs will be
addressed in NPC's next GRC or at such time as when the total costs of the HAM line
are sought to be included in rates. If Staff wishes to make its surcharge
recommendation at that time, it is likely that Presiding Officer will be required

° 2007 Thomson/west. No Claim to Orig. U.S. Govt. Works.
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I tha t ca nnot be  ignore d  whe n e va lua ting  the  ne e d  for time ly a nd  a de qua te  ra te  re lie f.

2

3

4

Q. In excluding CWIP from rate base, Ms. Diaz Cortez made a $10.8 million downward

adjustment to rate base. Did she make a corresponding adjustment to rate base to

reduce customer advances"

No. At the end of the test year, the portion of customer advances payable by UNS Electric

related to the $10.8 million CWIP balance was $1.9 million. Since the full balance of

customer advances was deducted from rate base in the Company's rate filing, Ms. Diaz

Cortez shouldhaveadj used the balance of customer advances by this amount. By denying

CWIP in rate base, and not adjusting the balance of customer advances, RUCO is

substituting "cost free" customer advances for $1.9 million of debt and equity capital

supplied by the Company for plant in-service at the end of the test year. The end result of

RUCO's rate base calculation is to penalize UNS Electric for having an ongoing

construction program that is partially financed with customer advances.

Q. Did Ms . Dia z Corte z a ddre s s  the  Compa ny's  a lte rna tive  proposa l for a  pos t-te s t ye a r

a djus tme nt to ra te base?

No, I did not find any re fe rence  to tha t proposa l in he r Direct Tes timony. It is  like ly tha t

he r views on pos t-te s t yea r plant adjus tments  a re  s imila r to the  views she  expressed on

CWIP in ra te  base . However, it should be  noted tha t as  of June  30, 2007, $8.7 million of

the  te s t ye a r ba la nce  of CWIP  ha d a lre a dy be e n clos e d to pla nt in s e rvice  a nd wa s

providing service  to UNS Electric customers.

Q. Does that conclude your rebuttal to Ms. Diaz Cortez's Direct Testimony?

5

6

7

8

9

10
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14
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1 UNS  Electric for ca rrying a  ba lance  of CWIP  a t the  end of the  te s t yea r.

2

3

4

5

Q. Did Mr. Smith consider the Company's alternative request for including post-test

year plant additions in rate base?

Ye s , he  did. Howe ve r, he  did not ha ve  a ny a dditiona l re a s ons  to offe r for re je cting this

ra te m dcing a lte rna tive , which would provide  ra te  ba s e  tre a tm e nt for the  $8.7 m illion of

test-yea r CWIP  tha t has  a lready been place  into se rvice .

6

7

8

9

10

11

1 2 A .
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1 8
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2 1
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2 4

2 5

2 6
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Q. Assuming the Company were allowed to put the test year balance of CWIP in rate

base, does Mr. Smith agree with your recommendation to continue accruing AFUDC

on all new construction projects?

No, he  does  not. Unfortuna te ly, he  be lieves  tha t doing so would be  improper and would

"...give  UNS Electric both a  cash re turn on CWIP through its  inclusion in ra te  base  and an

AFUDC re turn," as  he  notes  in his  Direct Testimony on page  17 a t lines 8 through 10. He

goe s  on to s ta te  tha t "If CWIP  we re  to be  a llowe d in ra te  ba se , which the  S ta ff is  not

recommending in this case , then AFUDC accruals on the amount of CWIP included in ra te

base must cease." While  UNS Electric agrees that it would be improper after new rates are

implemented to continue  accruing AFUDC on specific projects  tha t (i) we re  included in

the test year balance of CWIP and (ii) are  still classified as CWIP at the  time new rates are

implemented, Mr. Smith is  advoca ting something entire ly diffe rent. Ins tead, Mr. Smith is

advocating that the amount of test year CWIP a llowed in ra te  base  (e .g., $10.8 million per

the  Compa ny's  re que s t) be  de ducte d from a ll future  CWIP  ba la nce s  in ca lcula ting

AFUDC, e ve n if the  te s t ye a r CWIP  proje cts  ha ve  long s ince  be e n close d to pla nt in-

se rvice . As  pointed out in my Direct Tes timony, this  would be  unfa ir to a  Company such

as UNS Electric that has many short-lived construction projects in its  CWIP balance a t any

give n time . S ince  the  FERC a ccounting guide line s  on CWIP  a nd AFUDC a ccounting

were  intended to address  the  inequity associa ted with earning both a  cash re turn and an

A.

35
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1

2

comparing it to post test year plant; correct?

A. Right.

3

4

A .5

6

7

8 A .

9

10

11

12

13

14

15

A.16

Q. So you would clearly agree that CWIP includes

plant not yet in service?

By definition.

Q. And CWIP does not distinguish between plant in

service from plant not yet in service; correct?

Well, the test year balance of CWIP of

10.8 million represented a construction investment that we

made in projects that had not yet been closed to plant in

service. As of just June 30, 2007, we had already closed

to plant in service 8.7 million of that, and that's the

post test year amount I believe you're referring to.

Q. So is it your testimony that at this point all of

that CWIP is actually in service?

As of June 30, 8.7 million of that 10.8 million

is in service.

And when do you expect the 10.8 million to be inQ .

service?

The 2.1 millionA .

17

18

19

20

21

22

23

Q .

A.

24

25

You mean the balance of it?

that's remaining?

Right, yes.

Probably get closed to plant in service sometime

over the next year or two. It just depends on what

particular projects are in that balance.

UNS Electric / Rates
E-04204A-06-0783

9/20/2007
Vol. V I

Arizona Reporting Service, Inc. www.az-reporting.com
Court Reporting & Videoconferencing Center

(602) 274-9944
Phoenix, AZ
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1 tha t cannot be  ignored when eva lua ting the  need for time ly and adequa te  ra te  re lie f

2

Q. In excluding CWIP from rate base, Ms. Diaz Cortez made a $10.8 million downward

adjustment to rate base. Did she make a corresponding adjustment to rate base to

reduce customer advances?

No. At the end of the test year, the portion of customer advances payable by UNS Electric

related to the $10.8 mill ion CWIP balance was $1.9 mill ion. Since the full balance of

customer advances was deducted from rate base in the Company's rate tiling, Ms. Diaz

Cortez should have adjusted the balance of customer advances by this amount. By denying

CWIP in rate base, and not adjusting the balance of  customer advances, RUCO is

substituting "cost free" customer advances for $1.9 million of debt and equity capital

supplied by the Company for plant in-service at the end of the test year. The end result of

RUCO's rate base calculat ion is to penal ize UNS Electr ic for hav ing an ongoing

construction program that is partially financed with customer advances.

Q . Did Ms. Diaz Cortez address the Company's alternative proposal for a post-test year

adjustment to rate base?

No, I did not find any reference to that proposal in her Direct Testimony. It is likely that

her views on post-test year plant adjustments are similar to the views she expressed on

CWIP in rate base. However, it should be noted that as of June 30, 2007, $8.7 million of

the test year balance of CWIP had already been closed to plant in serv ice and was

providing service to UNS Electric customers.

Q- Does that conclude your rebuttal to Ms. Diaz Cortez's Direct Testimony?
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1 tha t cannot be  ignored when eva lua ting the  need for time ly and adequa te  ra te  re lie f.

2

3 Q.

4

In excluding CWIP from rate base, Ms. Diaz Cortez made a $10.8 million downward

adjustment to rate base. Did she make a corresponding adjustment to rate base to

reduce customer advances"

No. At the end of the test year, the portion of customer advances payable by UNS Electric

related to the $10.8 million CWIP balance was $1.9 million. Since the full balance of

customer advances was deducted from rate base in the Company's rate filing, Ms. Diaz

Cortez should have adjusted the balance of customer advances by this amount. By denying

CWIP in rate base, and not adjusting the balance of  customer advances, RUCO is

substituting "cost free" customer advances for $1.9 mill ion of debt and equity capital

supplied by the Company for plant in-service at the end of the test year. The end result of

RUCO's rate base calculat ion is to penal ize UNS Electr ic for hav ing an ongoing

construction program that is partially financed with customer advances.

Q- Did Ms. Diaz Cortez address the Company's alternative proposal for a post-test year

A.

ad ju s tmen t to  ra te  b as e?

No, I did not find a ny re fe re nce  to tha t propos a l in he r Dire ct Te s timony. It is  like ly tha t

he r vie ws  on pos t-te s t ye a r pla nt a djus tme nts  a re  s imila r to the  vie ws  s he  e xpre s s e d on

CWIP  in ra te  ba se . Howe ve r, it should be  note d tha t a s  of J une  30, 2007, $8.7 million of

the  te s t ye a r ba la nce  o f CWIP  ha d  a lre a dy be e n  c los e d  to  p la n t in  s e rv ice  a nd  wa s

providing se rvice  to UNS  Ele ctric cus tome rs .

Q. Does that conclude your rebuttal to Ms. Diaz Cortez's Direct Testimony?
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Yes, it does.
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1 UNS  Electric for ca rrying a  ba lance  of CWIP  a t the  end of the  te s t yea r.

2

3

4

Q. Did Mr. Smith consider the Company's alternative request for including post-test

year plant additions in rate base?

Yes, he did. However, he did not have any additional reasons to offer for rejecting this

ratemaking alternative, which would provide rate base treatment for the $8.7 million of

test-year CWIP that has already been place into service.

5

6

7

8

9 Q.
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11
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17
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25
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27

Assuming the Company were allowed to put the test year balance of CWIP in rate

base, does Mr. Smith agree with your recommendation to continue accruing AFUDC

on  a ll new cons truc tion  p ro jec ts ?

No, he  doe s  not. Unfortuna te ly, he  be lie ve s  tha t doing s o would be  imprope r a nd would

" ...give  UNS  Ele ctric both a  ca sh re turn on CWIP  through its  inclus ion in ra te  ba se  a nd a n

AFUDC re turn," a s  he  note s  in his  Dire ct Te s timony on pa ge  17 a t line s  8 through 10. He

goe s  on to  s ta te  tha t "If CWIP  we re  to  be  a llowe d in  ra te  ba s e ,  which the  S ta ff is  not

re comme nding in this  ca se , the n AFUDC a ccrua ls  on the  a mount of CWIP  include d in ra te

ba se  must ce a se ." While  UNS  Ele ctric a gre e s  tha t it would be  imprope r a fte r ne w ra te s  a re

im ple m e nte d to continue  a ccruing AFUDC on s pe cific  proje cts  tha t (i) we re  include d in

the  te s t yea r ba lance  of CWIP  and (ii) a re  s till cla ss ified a s  CWIP  a t the  time  new ra te s  a re

imple me nte d, Mr. S mith is  a dvoca ting some thing e ntire ly diffe re nt. Ins te a d, Mr. S mith is

advoca ting tha t the a mount of te s t ye a r CWIP  a llowe d in ra te  ba se  (e .g., $10.8 million pe r

the  Com pa ny's  re que s t) be  de duc te d  from  a ll fu tu re  CW IP  ba la nc e s  in  c a lc u la ting

AFUDC, e ve n if the  te s t ye a r CWIP  proje c ts  ha ve  long s ince  be e n c los e d to  p la nt in-

s e rvice . As  pointe d out in my Dire ct Te s timony, this  would be  unfa ir to a  Compa ny s uch

a s  UNS  Ele ctric tha t ha s  ma ny short-live d cons truction proje cts  in its  CWIP  ba la nce  a t a ny

give n time . S ince  the  FERC a ccounting guide line s  on CWIP  a nd AFUDC a ccounting

we re  inte nde d to a ddre s s  the  ine quity a s socia te d with e a rning both a  ca sh re turn a nd a n

A.

A.

35
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1 UNS Electric for carrying a  balance of CWIP at the  end of the test year.

2

3

4

5

6

Q. Did Mr. Smith consider the Company's alternative request for including post-test

ye a r p la n t  a d d it io n s  in  ra te  b a s e ?

Ye s ,  h e  d id .  Ho we ve r,  h e  d id  n o t h a ve  a n y a d d itio n a l re a s o n s  to  o ffe r fo r re je c tin g  th is

ra te m a kin g  a lte rn a tive ,  wh ic h  wo u ld  p ro vid e  ra te  b a s e  tre a tm e n t fo r th e  $ 8 .7  m illio n  o f

te s t-ye a r CWIP  tha t ha s  a lre a dy be e n  p la ce  in to  s e rvice .7

8

9 Q .

1 0

1 1

1 2 A.

1 3

1 4

1 5

1 6

1 7

1 8

1 9
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2 1

2 2

2 3

2 4

2 5

2 6

2 7

Assuming the Company were allowed to put the test year balance of CWIP in rate

base, does Mr. Smith agree with your recommendation to continue accruing AFUDC

on all new cons truction projects ?

No, he  does  not, Unfortuna te ly, he  be lieves  tha t doing so would be  improper and would

"...give  UNS Electric both a  cash re turn on CWIP through its  inclusion in ra te  base  and an

AFUDC re turn," as  he  notes  in his  Direct Testimony on page  17 a t lines  8 through 10. He

goe s  on to s ta te  tha t "If CWIP  we re  to be  a llowe d in ra te  ba se , which the S ta ff is  not

recommending in this case , then AFUDC accruals on the  amount of CWIP included in ra te

base must cease." While  UNS Electric agrees that it would be improper a lter new rates are

implemented to continue  accruing AFUDC on specific projects  tha t (i) we re  included in

the test year balance of CWIP and (ii) are  still classified as CWIP at the  time new rates are

implemented, Mr. Smith is  advoca ting something entire ly diffe rent. Ins tead, Mr. Smith is

advocating that the amount of test year CWIP a llowed in ra te  base  (e .g., $10.8 million per

the  Compa ny's  re que s t) be  de ducte d from a ll future  CWIP  ba la nce s  in ca lcula ting

AFUDC, e ve n if the test year CWIP projects  have  long s ince  been closed to plant in~

se rvice . As  pointed out in my Direct Tes timony, this  would be  unfa ir to a  Company such

as UNS Electric that has many short-lived construction projects in its  CWIP balance a t any

give n time . S ince  the  FERC accounting guide line s  on CWIP  and AFUDC accounting

were  intended to address  the  inequity associa ted with earning both a  cash re turn and an

A.

35



1

2

AFUDC re turn  on a  la rge  proje ct a t the  s a me  time , s uch a s  might occur with  the

cons truction of a  la rge  ca s e loa d ge ne ra ting fa cility, a n e xce ption to this  a ccounting

guideline  is  warranted in the  case  of UNS Electric.3

4

Q. Do you have any other comments  on Mr. Smith's  tes timony?

No. Most of his  concerns  regarding CWIP in ra te  base  a re  s imila r to the  concerns  voiced

by Ms. Diaz Cortez, which I have a lready addressed earlier in my Rebutta l Testimony.

Does this conclude your rebuttal testimony?
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Ye s , it doe s .

A.
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Surrebuttal Testimony of Marylee Diaz Cortez
Docket No. E-04204A-06-0783

1

2

recommendations, UNS Gas is being afforded the same rate base

treatment for these two items that every other utility in Arizona is afforded.

3

4 In fact, isn't it the Company's proposal to rate base CWIP that creates a

5 mismatch?

6 Yes.

7

Mismatches result from the Company's CWIP proposal because

while it has included its investment in CWIP in rate base, it has failed to

8 recognize the additional revenues those construction projects will

9 generate.

10

11 Rate Base Adjustment # 4 - Accumulated Deferred income Taxes - CIAC

12 Please discuss the Company's rebuttal comments pertaining to your CIAC

13 ADIT adjustment.

to

15

16

17

The Company argues that RUCO has confused water and wastewater

CIAC accounting with electric CIAC accounting. UNS claims that electric

utilities do not have a separate CIAC account, but rather any CIAC funds

are credited directly to the plant accounts.

18

19

20 No.

21

22

Do you agree with this argument?

The NARUC Uniform System of Accounts for A 8 B Electric

companies contains an account 271 for CIAC. Thus, the Company is

wrong that such an account is only used for water and wastewater utilities.

Since there is no CIAC balance in UNS Electric's account 271 I have23

A.

A.

Q.

Q.

A.

Q.

10



Surrebuttal Testimony of Marylee Diaz Cortez
Docket No. E-04204A-06-0783

1 rem oved  the  de f e r red  inc om e taxes re l a ted  to  these  non -exis ten t

2 balances.

3

4 Rate Base Adjustment #5 - Accumulated Deferred Income Taxes (ADIT)

5 A&G Capital ization

6 Please discuss the Company's rebuttal comments pertaining to your A 8¢

7

8

9

G Capitalization Adjustment.

The Company does not agree with my A 8< G Capitalization adjustment

and therefore objects to my companion adjustment to ADIT.

10

11

12

13

What is your position?

As is discussed in the Operating Income section of my testimony I believe

my recommended A 8¢ G Capitalization adjustment is necessary and

14

15

appropr ia te ,  and therefore I cont inue to  recom m end the com panion

adjustment to ADIT.

16

17 OPERATlNG INCOME

18 Operating Adjustment #1 - Miscellaneous Service Fees

19

20

Q. Please discuss the Com pany's rebuttal  com m ents regarding RUCO's

recommendation to set miscellaneous service charges at cost.

21 The Company states that it does not object to this recommendation.

22

23

A.

A.

A.

Q.

Q.
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1

2

Commiss ion Decis ion No. 55774 or the  controlling FERC Uniform Sys te m of Accounts

("US OA").

3

4 Q-

A.

Please explain the Accumulated Deferred Income Taxes issue.

In her Direct Testimony, Ms. Diaz Cortez proposed to exclude  the  Accumula ted Deferred

Income  Taxes  a ssocia ted with Contributions  in Aid of Construction ("CIAC") because  of

he r pe rce ived fa ilure  of the  Company to remove  CIAC from ra te  ba se . In a ttempting to

illustra te  her point she  noted in her direct testimony that she  can see  no evidence  that the

Company has reflected an Account No. 271 in determining its rate base.

In my Rebutta l Tes timony, I expla ined tha t Account No. 271, CIAC, does  not exis t in the

FERC USOA, a nd tha t he r re fe re nce  to Account 271 ca me  from the  NARUC Unifonn

S ys te m of Accounts us e d by wa te r a nd wa s te wa te r utilitie s  s ubje ct to Commis s ion

jurisdiction. I pre se nte d the  re le va nt CIAC a ccounting re quire me nts  from the  FERC

USOA in my Rebutta l Tes timony and showed tha t we  a re  required to directly credit the

re la te d pla nt or cons truction work in progre s s  a ccounts  upon re ce ipt of CIAC. The

Company has done just that, thus, there is no separate account to deduct from rate base as

be lie ve d by Ms . Dia z Corte z. Fina lly, my Re butta l Te s timony include d a  dis cus s ion

regarding Decision No. 55774 and the re la ted Staff Report directing self-pay companies to

include the deferred tax asset associated with CIAC to rate base. Both items are attached to

my Rebuttal Testimony as exhibits.
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Unfortuna te ly, Ms . Dia z Corte z confuse s  the  is sue  by dis cus s ing the  e xis te nce  of a n

Account 271 in  the  NARUC US OA for Ele ctric  compa nie s . S he  offe rs  no othe r

jus tifica tion for he r propose d e xclus ion. But a s  I de scribe d a bove  a nd showe d in my

Rebuttal Testimony, Decision No. 55774 and the Staff Report govern this issue.

2
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1 Q-

2

3

4

Please expla in your as s ertion tha t the  jus tifica tion offered by Ms . Diaz Cortez fa ils  to

cons ider the manner in which CIAC is  accounted for.

On page  19 of Ms. Diaz Corlez's  Direct Tes timony, she  s ta te s  tha t she  is  propos ing the

exclusion because  she  cannot see  any FERC Account 271 liability for CIAC in e ither the

Company's  FERC Form 1 annual report or in the  Company's  general ledger, thus, there  is

apparently no ra te  base  deduction for CIAC. Continuing her asse rtion, s ince  CIAC is  not

deducted from ra te  base , the  Accumula ted Deferred Income Taxes-CIAC should similarly

be excluded from ra te  base . I believe  that Ms. Diaz Cortez is  confusing the  way that water

a nd wa s te  wa te r utilitie s  a ccount for CIAC with the  ma nne r by which e le ctric utilitie s

account for CIAC.

Mos t wa te r a nd wa s te  wa te r utilitie s  follow the  NARUC Uniform S ys te m of Accounts

which provide s  a n Account No. 271 for use  in a ccounting for CIAC proce e ds . Such

ba lances  a re  typica lly deducted from ra te  base  a s  a  sepa ra te  line  item in ra te  cases . In

a ccorda nce  with  R14-2-212.G of the  Arizona  Adminis tra tive  Code , UNS  Ele ctric

ma inta ins  its  a ccounting re cords  in a ccorda nce  with the  Fe de ra l Ene rgy Re gula tory

Commission Uniform System of Accounts ("FERC US OA"). The  FERC US OA doe s  not

have  an Account 271 for use  in accounting for CIAC. Ins tead, such amounts  a re  directly

credited to (i.e ., deducted from) the  respective  plant account upon receipt. The controlling

la ngua ge  is  conta ine d in Pa rt D of Ele ctric P la nt Ins truction No. 2 in the  FERC USOA,

which reads in part:

5

6

7

8

9

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

2 7

A.

The  e le c tric  pla nt a ccounts  s ha ll not inc lude  the  cos t or othe r va lue  of
e le ctric  pla nt contribute d to the  compa ny. Contributions  in  the  form of
mone y or its  e quiva le nt towa rd the  cons truction of e le ctric pla nt s ha ll be
cre dite d to a ccounts  cha rge d with the  cos t of s uch cons truction. P la nt
cons tructe d from contributions  of ca s h or its  e quiva le nt s ha ll be  s hown a s
a  re duction to gros s  pla nt cons tructe d whe n a s s e mbling cos t da ta  in work
orders  for pos ting to plant ledgers  of accounts .



1

2

UNS  Ele ctric  a ccounts  for CIAC in the  re quire d ma nne r, thus , the  pla nt ba la nce s  in ra te

base  have  a lready been reduced by any and a ll applicable  CIAC.

3

4 Q- Yo u  a ls o  s ta te  th a t th e  p ro p o s e d  e xc lu s io n  b y Ms . Dia z Co rte z fa ils  to  c o n s id e r th e

m a n n e r in  wh ic h  th e  Co m m is s io n  h a s  d ire c te d  th a t s u c h  a m o u n ts  b e  c o n s id e re d  in

ra te m a kin g . P le a s e  e xp la in .

P rior to the  e na ctme nt of the  Ta x Re form Act of 1986 ("TRA '86") the  Inte rna l Re ve nue

Code  ("Code ") conta ine d a  provis ion tha t e na ble d utilitie s  to tre a t CIAC a s  a  non-ta xa ble

contribution of ca pita l, me a ning tha t such re ce ipts  we re  not re quire d to be  re cognize d a s

ta xa ble  income , howe ve r, the  a s se ts  a cquire d with the  CIAC proce e ds  we re  not pe rmitte d

to be  de pre c ia te d for ta x purpos e s .  Afte r TRA '86 be ca m e  la w, the s e  Code  provis ions

we re  re pe a le d .  Th is  m e a n t tha t,  with  m ino r e xc e p tions ,  C IAC p roc e e ds  we re  to  be

cons ide re d a s  ta xa ble  ordina ry income  upon re ce ipt. S uch cha nge  a lso pe rmitte d the  CIAC

re c ip ie n t to  tre a t the  a s s e t cos t a s  a  de pre c ia b le  ta x ba s is  tha t could  be  re fle c te d  a s

deductions  on current and future  tax re turns  over the  tax life  of the  re spective  a sse ts .

Be c a u s e  th e  c h a n g e  in  ta x  t re a tm e n t  o f C IAC  b ro u g h t  o n  b y TR A '8 6  h a d  s u c h  a

pote ntia lly s ignifica nt e ffe ct on the  utilitie s  unde r its  jurisdiction, the  Arizona  Corpora tion

Com m is s ion  in itia te d  a n  inqu iry in to  the  is s ue ,  in  Doc ke t No .  U-0000-87-257 . The

Commis s ion S ta ff conducte d works hops  on J a nua ry 28"' a nd Fe brua ry 12"' of 1987. In

S e pte mbe r 1987, S ta ff is sue d a  Re port which a ddre sse d the  CIAC ta x is sue  a nd conta ine d

ra te ma king re comme nda tions . In De cis ion No. 55774 (Octobe r 21, 1987) the  Commiss ion

accepted the  S ta ff Report and its  re commenda tions . The  S ta ff Report is  a tta ched he re to a s

Exhibit KGK-2. De cis ion No. 55774 is  a tta che d a s  Exhibit KGK-3 .
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S pe cifica lly, Arizona  utilitie s  we re  provide d with two me thods

liabilitie s  a ssocia ted with CIAC

for a ddre s s ing the  ta x

gross -up a nd se lf-pa y. Compa nie s  us ing the  gros s -up

A.
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1

2

3

4

me thod we re  pe rmitte d to re quire  the  re mitte r of CIAC to include  a n a mount re pre se nting

the  a ssocia te d income  ta x lia bility. Compa nie s  e le cting the  se lf-pa y me thod pa id the  ta xe s

the mse lve s . Whe n a  utility s e lf-pa ys  the  ta x on CIAC, a  de fe rre d ta x a s se t (Accumula te d

De fe rre d Incom e  Ta xe s  .- CIAC) is  c re a te d. This  a s s e t re pre s e nts  the  ta x e ffe c t of the

cumula tive  diffe re nce  be twe e n the  wa y the  proce e ds  a re  tre a te d for a ccounting a nd ta x

purpos e s . This  a s s e t is  e xtinguis he d a s  ta x de pre cia tion de ductions  a re  re fle cte d on the

utility's  ta x re turns . De cis ion No. 55774 spe cifica lly a ddre sse s  the  ra te ma dcing tre a tme nt of

the  de fe rred tax asse t on page  3 a t lines  26 through 28:

If the  u tility u tilize s  the  s e lf-pa y m e thod ,  the n  the  u tility is  a llowe d to
cla im ra te  base  trea tment for its  ave rage  investment in the  tax thus pa id.

In this  ra te  ca se  UNS  Ele ctric ha s  re fle cte d Accumula te d De fe rre d Income  Ta xe s  - CIAC

in the  manne r required.

What is your recommendation to the Commission?

The re  is  no ba s is  for the  Commiss ion to a cce pt the  a djus tme nt Ms . Dia z Corte z propose s .

UNS  Ele ctric  ha s  corre ctly re fle cte d the  e ffe ct of CIAC in ra te  ba s e  a s  re ductions  of the

b o o k c o s t  o f th e  a s s e ts  to  wh ic h  it  re la te s . The  tre a tm e n t o f the  c o rre s pond ing

Ac c u m u la te d  De fe rre d  In c o m e  Ta xe s  is  c o n s is te n t  with  th e  m a n n e r in  wh ic h  th e

Commission directed such amounts  to be  conside red for ra temaking purposes .

VI. ACCUMULATED DEFERRED INCGME TAXES .- A&G.
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21
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2 6 A.

2 7

Q- You disagree with an adjustment to Accumulated Deferred Income Taxes

Capitalization that Ms. Diaz Cortez has proposed. Please explain.

A&G

Ms. Dia z Corte z - in he r Dire ct Te s timony on pa ge  20 .-. s ta te s  tha t this  a djus tme nt re la te s

to  th e  C o m p a n y's  p ro p o s e d  a d ju s tm e n t  th a t  wo u ld  c h a n g e  th e  te s t -ye a r le v e l o f

8
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1

2

3

4

Adminis tra tive  a nd Ge ne ra l ("A&G") e xpe ns e s  tha t a re  a lloca te d to CWIP . Els e whe re  in

he r Dire c t Te s tim ony,  Ms .  Dia z  Corte z  re com m e nds  tha t the  Com m is s ion  re je c t the

Compa ny's  proposa l. In conne ction the re with, she  ha s  include d this  a djus tme nt to incre a se

the  a mount of Accumula te d De fe rre d Income  Ta xe s  tha t a re  de ducte d from ra te  ba se . This

a d ju s tm e n t  is  u n n e c e s s a ry,  e v e n  if th e C o m m is s io n  a c c e p ts  Ms .  Dia z  C o r te z '

re com m e nda tion  to  re je c t the  Com pa ny's  p ropos e d  a d jus tm e nt. Th e  C o m p a n y is

propos ing a n a djus tme nt to re duce  the  te s t ye a r le ve l of A&G e xpe nse s  cha rge d to CWIP

a nd to  corre s pondingly inc re a s e  the  a m ount re m a ining  in  Ope ra ting  Expe ns e . This

adjustment is  prospective  in na ture .
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23

2 4

The  a m oun t o f c a p ita liz e d  A&G  e xpe ns e s  is  c om pute d  d iffe re n tly fo r book a nd  ta x

purpos e s ,  with  the  a m ount c a p ita liz e d  fo r book purpos e s  typ ic a lly g re a te r tha n  tha t

ca pita lize d for ta x purpos e s , the re by re s ulting in a  la rge r curre nt de duction for ta x. As  a

re s ult,  the re  is  a  corre s ponding book-ta x tim ing diffe re nce  tha t g ive s  ris e  to  de fe rre d

income  ta xe s . The  e ffe ct of the  Compa ny's  propose d A&G a djus tme nt re duce s  the  re la te d

book-ta x tim ing diffe re nce ,  by incre a s ing book e xpe ns e s  while  the  corre s ponding ta x

de ductible  a mount re ma ine d the  s a me . This  wa s  re fle c te d  in  the  com puta tion  of both

curre n t a nd  de fe rre d  incom e  ta xe s . Howe ve r,  s inc e  the  p ropos e d  a d jus tm e n t wa s

prospective  in na ture , the re  needed to be  no corre sponding adjus tment made  to the  re la ted

portion of the  e nd-of-te s t ye a r ba la nce  of Accumula te d De fe rre d Income  Ta xe s  de ducte d

from ra te  base . S ince  the  proposed adjus tment did not re sult in any change  to Accumula ted

De fe rre d Income  Ta xe s , a  re je ction of the  propose d a djus tme nt like wise  doe s  not re quire

any adjus tment to Accumula ted Defe rred Income  Taxes .

2 5

2 6

2 7

9
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2

3

4

5

6

7

8

9

Adminis tra tive  a nd Ge ne ra l ("A&G") e xpe ns e s  tha t a re  a lloca te d to CWIP . Els e whe re  in

he r Dire c t Te s tim ony,  Ms .  Dia z  Corte z  re com m e nds  tha t the  Com m is s ion  re je c t the

Compa ny's  proposa l. In conne ction the re with, she  ha s  include d this  a djus tme nt to incre a se

the  a mount of Accumula te d De fe rre d Income  Ta xe s  tha t a re  de ducte d from ra te  ba se . This

a d ju s tm e n t  is  u n n e c e s s a ry,  e v e n  if th e  C o m m is s io n  a c c e p ts  Ms . Dia z Corte z '

re com m e nda tion  to  re je c t the  Com pa ny's  p ropos e d  a d jus tm e nt. Th e  C o m p a n y is

propos ing a n a djus tme nt to re duce  the  te s t ye a r le ve l of A&G e xpe nse s  cha rge d to CWIP

a nd to  corre s pondingly inc re a s e  the  a m ount re m a ining  in  Ope ra ting  Expe ns e . This

adjus tment is  prospective  in na ture .

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

The  a m oun t o f c a p ita liz e d  A&G  e xpe ns e s  is  c om pu te d  d iffe re n tly fo r book a nd  ta x

purpos e s ,  with  the  a m ount c a p ita liz e d  fo r book purpos e s  typ ic a lly g re a te r tha n  tha t

ca pita lize d for ta x purpos e s , the re by re s ulting in a  la rge r curre nt de duction for ta x. As  a

re s ult,  the re  is  a  corre s ponding book-ta x tim ing d iffe re nce  tha t g ive s  ris e  to  de fe rre d

income  ta xe s . The  e ffe ct of the  Compa ny's  propose d A&G a djus tme nt re duce s  the  re la te d

book-ta x tim ing diffe re nce ,  by incre a s ing book e xpe ns e s  while  the  corre s ponding ta x

de ductible  a mount re ma ine d the  s a me . This  wa s  re fle c te d  in  the  com puta tion  of both

curre n t a nd  de fe rre d  incom e  ta xe s . Howe ve r,  s inc e  the  p ropos e d  a d jus tm e n t wa s

prospe ctive  in na ture , the re  ne e de d to be  no corre sponding a djus tme nt ma de  to the  re la te d

portion of the  e nd-of-te s t ye a r ba la nce  of Accumula te d De fe rre d Income  Ta xe s  de ducte d

from ra te  ba se . S ince  the  proposed adjus tment did not re sult in any change  to Accumula ted

De fe rre d Income  Ta xe s , a  re je ction of the  propose d a djus tme nt like wise  doe s  not re quire

any adjus tment to Accumula ted Defe rred Income  Taxes .

25

26

27
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Your Honor, I would move for the

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

A. Yes.

Q. And vehicles over $100,000 have a depreciation

rate of 12.5 percent; is that correct?

A. Correct.

Q. And that is for Mohave County as well as Santa

Cruz County; correct?

A. Yes.

Q. And you received this request as part of your

discovery and analysis of this case?

A. Yes, I did.

MR. GELLMAN:

admission of UNSE-37.

ALJ WOLFE: Any objection?

MR. POZEFSKY: No objection.

ms. SCOTT: No.

ALJ WOLFE: UNSE-37 is admitted.

Q- BY MR. GELLMAN: But, Mr. Moore, as I understand

it, RUCO-1 was the basis also for schedule RLM-5 in your

direct testimony, as far as the depreciation rates used

and the figures that you used to come up with that

schedule in your direct testimony?

A. Correct.

Q- Sir, you did use 25 percent for all classes of

transportation equipment as far as your schedule RLM-5?

A. Yes.

UNS Electric / Rates
E-04204A-06-0783

9/14/2007
Vol. v

W ¢ wan

Arizona Reporting Service, Inc. www.az-reporting.com
Court Reporting & Videoconferencing Center

(602) 274-9944
Phoenix, AZ

i
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A.

A.

Q. And you did use 25 percent for transportation

equipment as the basis for your accumulated depreciation

calculation; is that correct?

Correct.

Q. Okay. I want you to take a look at what has been

marked as UNSE-38 for purposes of identification. That is

a one-page spreadsheet.

Do you have that in front of you, sir?

Yes, I do.

Q. And I understand that you did not compose this

exhibit, but looking at the lines 10, 20, 30, 40 entitled

RUCO computation, do those figures along those lines match

what you put together in your schedule RLM-5 to the best

of your knowledge? I understand I'm asking you to compare

a lot of things, but does that look roughly equivalent or

equivalent?

A.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

It's correct.

Q. Okay. And if I were to specifically look at

lines 22 through 30 of Exhibit UNSE~38, the column C

entitled "Ending Balance," and we are talking about

calendar year 2005, would that match up with what was

included in Dr. White's Exhibit REW-2, specifically pages

15 and 18? And if you want, sir, I could provide you a

copy of Dr. White's testimony.

Does that look roughly equivalent subject to

UNS Electric / Rates
E-04204A-06-0783

9/14/2007
Vol. V

8

I

3;
3

8
8

Arizona Reporting Service, Inc. www.az-reporting.com
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1 equipment.

2 Do you see that?

A.3 I understand the intent, but like on 42 -- I

4 thought we were going to discuss this fur thee -- but on 42

5 where it says "assessed depreciation computed by RUCO"

6 through the use of the -- my actual accumulated

7 depreciation was calculated different than what was

8 represented here.

Throw aside the numbers for a second.9 Q.

10

Okay.

Isn't it true, sir, that if we use 25 percent for

ll just the first three classes of vehicles and then 12.5 for

12 the other two classes of vehicles, we will come up with a

13 different accumulated depreciation number than the number

14 that is in your schedules in your direct testimony?

A. Correct.15

16 Q. And 12.5 percent is the actual depreciation rate

17 used for vehicles valued at over $100,000 according to

18 the response is to RUCO data request 1.09: is that

19 correct?

A. Correct.20 And I think in my surrebuttal

21 adjustment I acknowledged that there was some difference

22 in calculations from December 31st through the end of the

23 test year that amounted to about $500,000.

24 Q. We are talking about a pretty big difference,

25 aren't we, between 25 percent and 12.5 percent?



1 A.

3 Q.

Page 868

Well, I would estimate right here taking 18 -- or

2 1.8 million from 1.2 million and you are in the ballpark.

And, I mean, even if it's not 187.5 million as

4 this exhibit shows, we are looking at a ballpark figure of

5 somewhere between 1.5 and 1.8 million dollars?

A.6 Well, that is kind of apples and oranges to my

7 adjustment.

8 Q. Well, you use 25 percent, sir, and the data

9 response and the information you gathered indicates

10 12.5 percent for classes 4 and 5; correct?

11 A. I will agree that I did not use the 12.5 percent.

12 If we are discussing my adjustment to accumulated

13 depreciation, there is a lot more factors to take into

14 consideration.

15 But that would be would be one factor; correct?Q.

16 A.

17 Q.

Certainly.

And Ms. Kissinger also talked about otherOkay.

18 issues that she had with your accumulated depreciation

19 figure in her rebuttal testimony, which has been marked

20 and admitted as UNSE-12; is that correct?

21 Do you recall seeing that testimony, sir?

22 A.

23 0.

I read her testimony, yes.

Do you recall that she made other arguments

24 concerning her issues with your accumulated depreciation

25 calculation? Do you recall that?
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l

2

De pre cia tion in 2005 - a s  I cove re d in my Re butta l Te s timony - with the  $0.5 a djus tme nt

to deprecia tion expense  described in the  a forementioned Notes  to Financia l S ta tements .

3

4

5

6

7

8

9

Mr. Moore 's  pos ition re ga rding Accum ula te d De pre cia tion -- a s  s ta te d in his  Dire ct a nd

S urre butta l Te s timonie s  - should be  re je cte d. The re  is  no ba s is  upon which to a cce pt the

propos e d a djus tme nt. The  fa ct re ma ins  tha t his  ca lcula tions  we re  not ma de  in the  s a me

m a nne r by which  the  Com pa ny com pute s  a nd  a ccounts  for de pre c ia tion  e xpe ns e ,  a s

re quire d by the  FERC Uniform  S ys te m  of Accounts.  His  ca lcula tions  a ls o  fa il to  re fle c t

the  $2 million correcting adjus tment recorded to Accumula ted Deprecia tion in 2005 .

1 0

11

1 2

1 3

1 4

1 5

1 6

1 7

1 8

Furthe r, Mr. Moore 's  comme nt on pa ge  5 of his  S urre butta l Te s timony re ga rding the  2005

de pre cia tion corre ction a djus tme nt is  mispla ce d. The  $2 million a djus tme nt re fe rre d to in

my Re butta l Te s timony wa s  the  a djus tme nt ma de  to Accumula te d De pre cia tion, the  $0.5

m illion  footnote  d is c los ure  re fe rre d  to  by Mr.  Moore  wa s  the  re porte d  e ffe c t on  2005

De pre cia tion Expe ns e. Mr.  Mo o re  fa ile d  to  m a ke  th is  im p o rta n t  d is t in c t io n  in  h is

te s timonie s . The  diffe re nce  be twe e n thos e  two a m ounts  re fle c ts  the  portion of the  $2

m illion a ccounting a djus tm e nt tha t the  Com pa ny a pplie d to cons truction work orde rs  in

a ccorda nce  with its  Tra ns porta tion Cle a ring a ccounting proce dure . Mr. Moore  ide ntifie d

1 9 a s  indica te d be ginning a t line  19 on pa ge  ll of h is

20

and appa rently agreed to this

Surrebutta l Testimony.

21

22 Q. Please describe the portions of Ms. Diaz Cortez's Surrebuttal Testimony with which

23

24 A.

25

26

you dis agree.

I disagree  with her position concerning Accumula ted Deferred Income Taxes re flected in

rate  base and with the issue of computing income tax expense. She fails to understand my

Rebuttal Testimony on these two issues and simply does not reconcile  her position with

27

1
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1 VII. ACCUMULATED DEPRECIATION.

2

3 Q. Accumulated Depreciation recommended by

4

You disagree with the adjustment to

RUCO witness Mr. Moore. Please explain.

5

6

7

8

9

10

11

1 2

1 3

1 4

From my review of Mr. Moore's Schedule RM-5, it appears that Mr. Moore has attempted

to recompute the end-of-test year balance of Accumulated Depreciation by using additions,

retirements and balances by FERC plant account from 2002 through June 30, 2006. As a

result, he is proposing an adjustment to increase Accumulated Depreciation (and therefore

reduce rate base) by approximately $2.3 million. I disagree with the result of his analysis

and resulting adjustment because his analysis fails to reflect the depreciation rates and

methods, and capital recovery accounting procedures that were in effect during this period

(i. e., from 2002 through June 30, 2006). Such flaws in his analysis would tend to produce

a computed depreciation reserve greater than what was recorded on the Company's books

at the end of the test year.

1 5

16 Q. Please explain why you believe Mr. Moore's analysis was flawed.

17

18

19

20

21

22

23

24

25

26 S uch a mounts  a re

27

First, Mr. Moore's analysis is based on a mid-year depreciation convention. That would

result in one-half year of depreciation being computed on each asset added or retired during

the year. As explained in the response to RUCO Data Request No. 1.09, the Company uses

a mid-month depreciation convention, meaning that one-half month of depreciation being

computed on each asset added or retired during a given month. If a $1 ,000,000 asset with a

5% annual depreciation rate was placed in service in October, Mr. Moore's methodology

would add $25,000 to Accumulated Depreciation during that year. By contrast, only

$10,416 would have been actually provided on the Company's books during the period.

Second, Mr. Moore has failed to consider any salvage or removal costs associated with

assets  ret i red from service dur ing the per iods of his  ana lysis .

respectively credited or charged to Accumulated Depreciation as realized or incured.

10

A.

A.
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UNS  ELECTRIC, INC.'S  RES P ONS ES  TO
RUCO'S  FIRS T S ET OF DATA REQUES TS

DOCKET NO. E-04204A-06-0783
Ma rc h  26, 2007

1.09 Depreciation- Please provide the following information regarding
depreciation:
a) Convention, Ag., full-year, half year, other (specify), and
b) The composite or individual plant account depreciation rates

applied to calculate the depreciation expense since the last rate
case and reference the authority for such rates i.e. Decision No.

RES P ONS E : a) The Company uses a mid-month convention with one-half month
depreciation accrued on assets in the month of their addition to
Plant in Service and also one-half month depreciation in the month
when they are retired from service.

b) The current book depreciation rates being used are the same as
those that were being used by Citizens when the assets were
acquired in August, 2003. Please see Bates No.
UNSE(0783)00407 for a summary. The most recent depreciation
rate authority was that contained in Decision No. 58360 issued on
July 23, 1993.<'

RESPONDENT: Carl Dabels tein

WITNESS: Karen Kissinger

(

ULMSE '37



Depreciation Rate
Mohave Santa Cruz

F.E.R.C.
Acct. No.

302
303 ..

Software
WAPA Comm. Line (a)
WAPA Switchyard (b)

20.00
4.13
2.92
2.50

20.00

2.50
2.88

1.38
2.42
2.34
0.67
2.20
1.87

3.77
2.92
2.87
5.77
2.71
4.36
2.01

3.77
2.92
4.32
5.77
2.71

2.01

3.20
4.82
4.23
4.35
4.28
5.36
4.93
4.23
3.25
4.55

3.20
4.82
4.23
4.36
4.28
5.36
4.93
4.23
3.25
4.55

311
316
340
341
342
343
344
345
346
350
352
353
354
355
356
358
359
360
361
362
354
365
366
367
368
369
370
373
389
390
391 -

2.89 2.89

Office Furniture & Equip.
Computer Equipment

392 -
Vehicles < $100K
Vehicles > $100K

393
394
395
396
397
398

3.72
20.00

3.72
20.00

25.00
12.50

2.62
3.02
2.41
3.33
4.13
5.45

25.00
12.50
2.62
3.02
2.41
3.33
4.13
5.45

(a) WAPA Fiber Optic Communications Line - Depreciated at same rate
as Acct.No. 397, Communications Equipment.

(b) WAPA Switchyard - Depreciated at same rate as Acct. 353, Station Equipment.

l

CONFIDENTIAL- UNSE(0783)00407
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1 VII. ACCUMULATED DEPRECIATION.

2

3 Q-

4

5

6

7

8

9

10

13

14

You disagree with the adjustment to Accumulated Depreciation recommended by

RUCO witness Mr. Moore. Please explain.

From my review of Mr. Moore's Schedule RM-5, it appears that Mr. Moore has attempted

to recompute the end-of-test year balance of Accumulated Depreciation by using additions,

retirements and balances by FERC plant account from 2002 through June 30, 2006. As a

result, he is proposing an adjustment to increase Accumulated Depreciation (arid therefore

reduce rate base) by approximately $2.3 million. I disagree with the result of his analysis

and resulting adjustment because his analysis fails to reflect the depreciation rates and

methods, and capital recovery accounting procedures that were in effect during this period

(i, e,, from 2002 through June 30, 2006). Such flaws in his analysis would tend to produce

a computed depreciation reserve greater than what was recorded on the Company's books

at the end of the test year.

Q. Please explain why you believe Mr. Moore's analysis was flawed.

15

16

17

18

19

20

21

22

23

24

25

26

27

Firs t,  Mr. Moore 's  a na lys is  is  ba s e d on a  mia '-yea r de pre cia tion conve ntion. Tha t would

re sult in one -ha lf yea r of deprecia tion be ing computed on each asset added or re tire d during

the  yea r. As  expla ined in the  re sponse  to RUCO Da ta  Reques t No. 1.09, the  Company use s

a  mid-month de pre cia tion conve ntion, me a ning tha t one -ha lf month of de pre cia tion be ing

computed on each a sse t added or re tired during a  given month. If a  $1,000,000 a sse t with a

5% a nnua l de pre cia tion ra te  wa s  pla ce d in s e rvice  in Octobe r, Mr. Moore 's  me thodology

would  a dd $25,000 to  Accum ula te d  De pre c ia tion  during  tha t ye a r. By contra s t,  on ly

$10,416 would ha ve  be e n a ctua lly provide d on the  Compa ny's  books  during the  pe riod.

S e cond, Mr. Moore  ha s  fa ile d to cons ide r a ny s a lva ge  or re mova l cos ts  a s s ocia te d with

a s s e ts  re tire d  from  s e rv ic e  du ring  the  pe riods  o f h is  a na lys is . S uch  a m ounts  a re

re spective ly credited or cha rged to Accumula ted Deprecia tion a s  rea lized or incurred.

A.

A.

1 0
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1 VII. ACCUMULATED DEPRECIATION.

2

3 Q. Yo u  d is a g re e  w ith  th e

R UC O witne s s  Mr. Moore .

Accumulated Depreciation recommended by

4

adjustment to

Please explain.

From my re vie w of Mr. Moore 's  S che dule  RM-5, it a ppe a rs  tha t Mr. Moore  ha s  a tte mpte d

to recompute  the  end-of-te s t yea r ba lance  of Accumula ted Deprecia tion by us ing additions ,

re tire me nts  a nd ba la nce s  by FERC pla nt a ccount from 2002 through J une  30, 2006. As  a

re s ult, he  is  propos ing a n a djus tme nt to incre a s e  Accumula te d De pre cia tion (a nd the re fore

re duce  ra te  ba s e ) by a pproxima te ly $2.3 million. I dis a gre e  with the  re s ult of his  a na lys is

a nd re s ulting a djus tme nt be ca us e  his  a na lys is  fa ils  to re fle ct the  de pre cia tion ra te s  a nd

me thods , a nd ca pita l re cove ry a ccounting proce dure s  tha t we re  in e ffe ct during this  pe riod

(i. e ., from 2002 through J une  30, 2006). S uch fla ws  in his  a na lys is  would te nd to produce

a  compute d de pre cia tion re s e rve  gre a te r tha n wha t wa s  re corde d on the  Compa ny's  books

a t the  end of the  tes t year.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

Q. Pleas e  expla in  why you be lieve  Mr. Moore 's  ana lys is  was  flawed.

Firs t, Mr. Moore 's  a na lys is  is  ba s e d on a  mid-ye a r de pre cia tion conve ntion. Tha t would

res ult in one -ha lf yea r of deprecia tion be ing computed on each as s e t added or re tired during

the  yea r. As  expla ined in the  re s pons e  to RUCO Data  Reques t No. 1.09, the  Company us es

a  mid-month de pre cia tion conve ntion, me a ning tha t one -ha lf month of de pre cia tion be ing

computed on each as s e t added or re tired during a  given month. If a  $1,000,000 as s e t with a

5% a nnua l de pre cia tion ra te  wa s  pla ce d in s e rvice  in Octobe r, Mr. Moore 's  me thodology

would a dd $25,000 to  Accumula te d De pre c ia tion during tha t ye a r. By contra s t, only

$l0,416 would ha ve  be e n a ctua lly provide d on the  Compa ny's  books  during the  pe riod.

S e cond, Mr. Moore  ha s  fa ile d to cons ide r a ny s alvage or re mova l cos ts  a s s ocia te d with25

26

27

assets retired f rom serv ice during the periods of  his analysis. Such amounts are

respectively credited or charged to Accumulated Depreciation as realized or incurred.

A.

A.
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1 VII. ACCUMULATED DEPRECIATION.

2

3

4

Q- Yo u  d is a g re e  with  th e  a d ju s tm e n t  to  Ac c u m u la te d  De p re c ia t io n  re c o m m e n d e d  b y

RUCO witn e s s  Mr. Mo o re . P le a s e  e xp la in .

From my re vie w of Mr. Moore 's  S che dule  RM-5, it a ppe a rs  tha t Mr. Moore  ha s  a tte mpte d

to re compute  the  e nd-of-te s t ye a r ba la nce  of Accumula te d De pre cia tion by us ing a dditions ,

re tire me nts  a nd ba la nce s  by FERC pla nt a ccount from 2002 through J une  30, 2006. As  a

re sult, he  is  propos ing a n a djus tme nt to incre a se  Accumula te d De pre cia tion (a nd the re fore

re duce  ra te  ba se ) by a pproxima te ly $2.3 million. I dis a gre e  with the  re sult of his  a na lys is

a nd re s ulting a djus tme nt be ca us e  his  a na lys is  fa ils  to re fle ct the  de pre cia tion ra te s  a nd

me thods , a nd ca pita l re cove ry a ccounting proce dure s  tha t we re  in e ffe ct during this  pe riod

(i, e ., from 2002 through J une  30, 2006). S uch fla ws  in his  a na lys is  would te nd to produce

a  compute d de pre cia tion re se rve  gre a te r tha n wha t wa s  re corde d on the  Compa ny's  books

a t the  end of the  test year.

Please explain why you believe Mr. Moore's analysis was flawed.

First, Mr. Moore's analysis is based on a mid-year depreciation convention. That would

result in one-half year of depreciation being computed on each asset added or retired during

the year. As explained in the response to RUCO Data Request No. 1.09, the Company uses

a mid-month depreciation convention, meaning that one-half month of depreciation being

computed on each asset added or retired during a given month. If a $1,000,000 asset with a

5% annual depreciation rate was placed in service in October, Mr. Moore's methodology

would add $25,000 to Accumulated Depreciation during that year. By contrast, only

$10,416 would have been actually provided on the Company's books during the period.

Second, Mr. Moore has failed to consider any salvage or removal costs associated with
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16 Q .

17 A.
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assets retired f rom serv ice during the periods of  his analysis.

respectively credited or charged to Accumulated Depreciation as realized or incurred.

Such amounts are

A.

1 0
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1

2

De pre cia tion in 2005 - a s  I cove re d in my Re butta l Te s timony - with the  $0.5 a djus tme nt

to deprecia tion expense  described in the  a forementioned Notes  to Financia l S ta tements .

3

4

5

6

7

8

9

Mr. Moore 's  pos ition rega rding Accumula ted Deprecia tion .- a s  s ta ted in his  Direct and

Surrebutta l Testimonies  - should be  re jected. There  is  no basis  upon which to accept the

proposed adjus tment. The  fact remains  tha t his  ca lcula tions  were  not made  in the  same

ma nne r by which the  Compa ny compute s  a nd a ccounts  for de pre cia tion e xpe nse , a s

required by the  FERC Uniform Svs tem of Accounts. His  ca lcula tions  a lso fa il to re fle ct

the  $2 million correcting adjustment recorded to Accumulated Deprecia tion in 2005.

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

Further, Mr. Moore 's  comment on page 5 of his  Surrebutta l Testimony regarding the  2005

deprecia tion correction adjustment is  misplaced. The  $2 million adjustment re fe rred to in

my Rebutta l Testimony was the  adjustment made  to Accumula ted Deprecia tion, the  $0.5

million footnote  dis clos ure  re fe rre d to by Mr. Moore  wa s  the  re porte d e ffe ct on 2005

Deprecia tion Expense. Mr. Moore  fa ile d  to  ma ke  th is  importa n t d is tinction  in  h is

te s timonie s . The  diffe re nce  be twe e n those  two a mounts  re fle cts  the  portion of the  $2

million accounting adjus tment tha t the  Company applied to cons truction work orde rs  in

1 8

1 9

accordance  with its  Transporta tion Clea ring accounting procedure . Mr. Moore  identified

a s  indica te d be ginning a t line  19 on pa ge  ll of h is

20

a nd a ppa re ntly a gre e d to this

Surrebutta l Testimony.

21

22 Q- Please describe the portions of Ms. Diaz Cortez's Surrebuttal Testimony with which

23

24 A.

25

26

yo u  d is a g re e .

I d is a g re e  with  h e r p o s itio n  c o n c e rn in g  Ac c u m u la te d  De fe rre d  In c o m e  Ta xe s  re fle c te d  in

ra te  ba s e  a nd  with  the  is s ue  o f computing  income  ta x e xpe ns e . S he  fa ils  to  unde rs ta nd  my

Re butta l Te s timony on  the s e  two  is s ue s  a nd  s imply doe s  no t re conc ile  he r pos ition  with

27
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EXHIBIT ST-1

MEMORANDUM

TO: DoCket Control

FROM: Ernest G. Johnson
Director
Utilities Division

DATE: June 15, 2007

ENGINEERING REP ORT ANALYZING QUALITY OF S ERVICE MATTERS ,
US ED AND US EFUL REVIEW AND CONS TRUCTION WORK IN P ROGRES S
R E VIE W  R E LATE D TO  THE  UNS  E LE C TR IC  c o m 1 > An y R ATE  C AS E
AP P LICATION, DOCKET no. E-04204A-06-0783.

Attached is an engineering report documenting a Utilities Division quality of service
assessment for the calendar years 2004 through 2006, and a Used and Useful Review and
Construction Work in Progress ("CWIP") Review of UNS Electric for the three year period
ending June 30, 2006. It is intended .for use as a Commission Staff reference document in the
pending UNS Electric rate case, Docket No. E-04204A-06-0783.

Engineering ends no reason to recommend consideration of quality of service mitigation
measures as part of the pending UNS Electric rate case based upon the results of the assessment,
however, we do offer suggestions on future reliability initiatives that would, Staff believes, well
serve UNS Electric and its customers.

Engineering fuNner finds no reason to exclude any of the ten projects in the Used and
Useful Renew from rate base inclusion with the possible exception of the Tubac Golf Resort

Overhead to Underground conversion which may have a significant customer contnlnution
component. UNS Electric was not able to provide sufficient documentation at the time of this
report to make a definitive determination on this project. A few suggestions regarding substation
particulars on other projects were included in the report for necessary follow up action by UNS
Electric.

Engineering further Ends all Ive projects in the CWIP review were in construction, at the
time of the CWIP accounting in June 2006 with three completed at the time of this Report and
two projects continuing. One of the completed projects, the Rhodes Homes 21 kV supply for
water punngps was in service just prior to the end of the test your and qua]i5es for Used and
UsefUl treatment with consideration for a 100% customer advance. Engineering again notes, as
in the Report, that the CWIP review is not a rec mdaMon for or against including these
projects associated CWIP cost in rate base.

RE:

9



UNS  ELECTRIC COMP ANY
DOCKET no. E-04204A-06-0783
Page 2

Additiotually, for general information, Engineering was in a position to intake a cursory
review of the proposed Black Mountain Generating Station project (scheduled for service in
2008) which was in the vicinity of various site visits in Mohave County. The Report includes a
brief review of those Endings.

SHT:tdp

Originator: Steve Taylor

Attachment: Original and Thirteen Copies

H II
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S TAFF ACKNOWLEDGMENT

This Engineering Report was prepared by the Arizona Corporation Commission Utilities
Division ("Utilities Division") for use in the UNS Electric, Inc. ("UNS Electric") rate case,
Docket No. E-04204A-06-0783. It provides an analysis of the quality of service provided by
UNS Electric for calendar years 2004 through 2006. It also provides a used and useful
assessment regarding capital improvements made in the thirty six months prior to June 30, 2006
(end of rate case test year). Additionally, it addresses construction work in progress ("CWIP")
that has been included in rate base in the Application. Observations of the Black Mountain
Generating Station and related discussion with UNS Electric are also included for general
information. The report documents an engineering assessment by Steve Taylor of the Utilities
Division regarding tlrese three primary matters and the one observational issue.

Steve Taylor actively monitors quality of service matters for all Arizona utilities on an
ongoing basis. His quality of service assessment of UNS Electric is based upon a review and
analysis of the company's response to data requests concerning quality of service matters.

A Used and Useful assessment requires a physical survey of selected new and improved
facilities to assure completion of construction, validation that equipment is bully operational, and
that the facilities meet National Electric Safety Code ("NESC") requirements per Arizona
Administrative Code R14~2-208. Mr. Taylor has extensive industry experience regarding such.
investigations. His used and useful assessment of UNS Electric's capital improvements is based
upon inspection of a sampling of UNS Electric facilities and review and analysis of the
company's response to data requests concerning its capital improvements.

A Construction Work in Progress ("CWIP") assessment requires a review of newly
completed (since the end of the test year) ad on going capital projects that were included in the
rate base of the Application and followed by a selected physical survey of the facilities. Mr.
Taylor has extensive industry experience regarding such investigations. His CWIP assessment
of UNS Electric's capital improvements is based upon inspection of a sampling of UNS
Electric's facilities and review and analysis of the company's response to data requests
concerning its capital improve ants.

<»@-7°2l
Steve Taylor

Electric Utility Sta ff
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UNS Electric, Inc.
Docket No. E-04204A-06-0783
Page 1

1 . P URP OS E OF ENGINEERING REP ORT

This engineering report serves a three fold purpose. It documents a quality of service
~:an ¢Nt of UNS Electric performed by Utilities Division Engineering Staff ("Staff").
Secondly, it provides a Used and Useful assessment ofUNS Electric-'s capital improvements for
the thirty six months ending June 30, 2006 (end of the test year) performed by Staff Thirdly, it
provides a Construction Work in Progress ("CWIP") assessment of projects that were included
with rate base in UNS Electric's Application also performed by Staffs As a peripheral matter, in
the -process of conducting office and site reviews, it was expedient to conduct a preliminary
review of theproposed Black Mountain Generating Station and these observations are included
in the report also. The report is filed with the Arizona Corporation Commission ("Colnmission")
in support of the Commission's evidentiaryrecord for the UNS Electric's rate case, Docket No.
E~04204A-06-0783 .

II. QUALITY OF SERVICE ASSESSMENT

A. FRAME ORK

Staff's quality of service assessment of UNS Electric covers the calendar years 2004
through 2006. It is based upon information collected via data requests of UNS Electric and an
associated review of that information in cornpadson to an Institute of Electrical and Electronic
Engineers ("IEEE") reliability measured~ t survey peribntned in 1995 and a specific review of
distribution feeders with the highest UNS Electric outage rates. Additionally, this assessment
considers f indings of  consurna complaints regarding quality of  serv ice i lea with the
Commission's Consumer Services Section. A review of the transmission system in the
App1icant*s service area is also considered utilizing the 2006 Biennial Transmission Assessment
("BTA") which was performed in accordance with Arizona Revised Statute §40-360.02.G.
Forward projections of expected future reliability are then offered in consideration of the
aforementioned analyses plus growth rates and projected capital construction. The Assessment
closes with Conclusions based on the available information.

B. DIS TRIBUTION S YS TEM

Distribution reliability is a subjective measure and must ~as eirally take into account the
available outage measurement systems, comparisons to other accepted industry indices,
comparison to internal company indices for nerd analysis, identification of problem areas and
corrective action. This information is then considered dong with other factors described in the
subsequent items of the Quality of Service Assessment to reach an overall Quality of Service
Conclusion (Item II.F).

B . 1  R E LIAB ILITY INDIC E S

The Commission has adopted a North American Reliability Council ("NERC") definition
of reliability for Staffs use in the Biennial Transmission Assessment Reliability is comprised

W
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Ave ra g e SAIFI SAIDI CAIDI MAIFI
T qua rtile 0.90 54 55 1.5

S econd qua rtile 1 .10 90 76 5_4

Ave ra ge 1.26 117 88 6,6
Third qua ntile 1.45 138 108 11.1

Bottom quartile 3.90 423 197 13.7

UNS  Ele c tric ,  Inc .
Docke t No.  E-04204A-06-0783
P a ge  2

of two components: adequacy and security. Adequacy is the ability of an electric system to
supply the aggregate electrical demand and energy requirements of its customers at all times,
taking into account scheduled and reasonably expected unscheduled outages of system elements.
On the other hand, security is the ability of an electric system to withstood sudden disturbances
such as electric short circuits or unanticipated loss of system elements. These components of
.reliability are subj ective, not easily measured and leave much to interpretation.

Many utilities use numerical indices as a measure of an average customer's distribution
service reliability. Such reliability indices are typically computed on 811 annual basis. A utility
may then. set reliability targets basedupon benchmarked data Nom its own system. The- IEEE
has adopted a standard definition for several reliability indices for electric distribution syNerns
and established a national benchmark database via a 1995 IEEE survey of the electric utility
industry. The most commonly used reliability indices are System Average Interruption
Frequency Index ("SAIFI"), System Average Interruption Duration Index ("SANDI"), and
Customer Average Interruption Duration Index ("CAIDI"). All three reliability indices are
defined in IEEE Standard 13-2003, IEEE Guide for Electric Power Distribution Reliability
Indices.

is the average number of interruption minutes experienced by customers per year.
SAIFI is the average number of interruptions experienced by customers per year. SAIDI

CAIDI is the
average duration of interruptions. MAJFI is the average number of momentary interruptions
experienced by customers per year where a momentary interruption is generally defined as 5
minutes or less and is associated with the normal function of electric system restorative devices
such as circuit breakers and reclosures. The MAIFI statistic is a lesser used measure in the
industry as it is not indicative of longer outages, however, it does measure an "
with customers when short interruptions (5 minutes or less) are excessive, thereby causing the
frequent resetting ofrnany electronic devices in the home or business. Per Rural Utilities Service
("RUS") Bulletin 161-5, the RUS considers a SAIDI of five hours (300 minutes) or more per
consumer as unacceptable except under very unusual circumstances. The IEEE 1995 Survey
established typical reliability index values for the electric utilities in the United States as
displayed in the following table.

annoyance faCtor"

Table 1
Typical Reliability Index Values for US Utilities

Staff pnuposes to compare 'm Table 2 the actual UNS Electric distribution systmn reliability
indices to the typical reliability indices contained in Table 1. The UNS Electric data utilized for
this comparison is the year end metric for each of the last tlnree years reliability indexes for UNS



UNS Electnlc, Inc.
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Electric in 'each of the 4 categories notedin Table 1 and itemized by Santa Cnaz County, Mohave
County and UNS Electric's total territory. These measures are an aggregate of dl measures
made on a UNS Electric system wide basis in total for UNS Electric and in part for UNS
Electrie's Mohave and Santa Cruz Counties. Although there are obviously some variations in
the measures in different parts of UNS Electric's 7,250 square mile Mohave service territory and
677 square mile Santa Cruz territory due to a variety of factors such as customer density,
geography and weather patterns for example, the aggregate measures are a reasonable indicator
of overall reliability.

Additionally these UNS Electric measures in Table 2 .include "Major Event Days" generally
associated with major storms and scheduled outages generally associated with maintenance or
construction Work activities pre arranged to minimize customer impact. This is necessary
because UNS Electric does not collect outage data with a differentiation between types of
outages so their data is all inclusive. This puts UNS Electric at a disadvantage in the comparison
to the IEEE 1995 data which normally would have been done both with and without "Major
Event Days" and scheduled outages- This would be an appropriate accommodation in the UNS
Electric comparison, in Staffs opinion, due to the nature of data collection in the 1995 IEEE
Survey not being all inclusive in all cases. Nonetheless, dies comparison of UNS Electric data to
IEEE data can still be made with some explanation to address this anomaly. On this basis, Staff
can make an objective assessment of the quality of service being provided to UNS Electric's
distribution system customers.

The results of this comparison are summarized in Table 2 below with the UNS Electric
.individual year and service territory metrics positioned in the corresponding IEEE quartile from
Table 1. The results show that UNS ]electric's reliability indexes range from top quartile to
bottom quartile perfonnancesin die four metrics-

g \



Ranking SAIFI SAIDI CAIDI MAIFI

Top quartile Sc '05 (0.7)
Sc '06 (1.2 )

Second
quartile

mo '04 (1.01)
so ,04 (1.07)
UN '04 (1.03)
MO '05 (1-08)

m o '04 (76)
s o '04 (68)
UN '04 (75)
m o '05 (89)

m o '04 (76)
s o '04 (64)
UN '04 (73)

mo #05 (4.5)
UN '05 (3.7)
mo '06 (5.0)
UN '06 (4.2)

Third quartile MO '05(82)
so '05 (1.06)
UN '05 (93)
mo *06 (97)
so .06 (Sn
UN '06 (96)

Bottom
quartile

so '05 (3.14)
UN '05 (1.52)
Mo '06 (2.83)
so '06 (1.76)
UN '06 (258)

SC '05 (334)
UN *as (142)
mo '06 (275)
SC '06 (153)
UN '06 (245)

UNS Electric, Inc.
Docke t No. E-04204A-06-0783
Page 4

Tab le  2

UNS Electric Reliability Index Values Compared to Typical for US Utilities

Note: Designations are SC for Santa Cruz County, MO for Mohave County and UN for the
combined Santa Cruz and Mohave counties each followed by their corresponding metric.

Under normal circumstance in which utilities would have removed most of their severe
storm and scheduled outage impact from their metrics (for which UNS Electric is presently not
programmed to do), Staff would expect to see generally second quartile performance for most Of
the metrics with some first quartile performance. In this analysis .for UNS Electric,
approximately half the retries meet this expectation. The bottom quartile metrics are of some
concern and must be looked at in conjunction with explanations of the data and the overall
conclusions for the Quality of Service Assessment in Section ILL of this St8RoH.

UNS Electric has noted in their data submittals that there were 9 rnondlrs in Mohave
County and 3 months in Santa Cruz County over the 3 year analysis period in which customer
outage minutes exceeded 1,600,000 minutes due primarily to summer monsoon activity. It is
reasonable to conclude that a significant contributing factor to the bottom quartile performance is
the impact -of severe summer weather on UNS Electric's electric system with nnrrll exposure
Additiolnally, it is noteworthy that the CAIDI metrics (SAIDI divided by SAIFI) fall into the
higher third quartile and as this is a truer measure in Stay's opinion, of how long someone
elected by an outage will be out, it is a measure of significance. Also the MAIFI metrics are

consistently good showing Srst and second quantile performance, although some of this may be
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attributable to UNS Electric's shorter measurement of a momentary outage (3 minutes versus the
IEEE standard of 5 minutes).

B.2  WO RS T P E RF O RMING  F E E DE RS

Reliability indices on a system aggregate basis are useful for determining overall
reliability, however, an aggregate review may tend to mask more severe problems in a particular
area. For this reason Staff reviewed the history of the worst performing distribution feeders in
each of the Mohave and Santa Cruz territories to determine if there were any particular service
issues that required further attention. By definition, there will always be distribution feeders in
the worst performing category since the measure is relative to all other distribution feeders of
that utility in the study area regardless of their performance level. The intent of the review is to
look at the impact to customers in any single year, the repeat impact if any feeder remains a
worst performing feeder in different years, and the corrective measures employed by the utility.

Staff reviewed the data submitted by UNS Electric for the three worst performing feeders
in Mohave County and makes the following observations:

1. Three years data was submitted (2004 through 2006) and .no single feeder appeared in
more than a single year.

2. The Golden Valley area appeared in both 2004 and 2005 but on separate feeders. No
other particular geographic pattern was observed in the outages.

3. No action (other than restoration) was taken on most feeders over the three year period
although underground cable was replaced and temporary facilities removed in two cases.

4. Using a modified definition of CAIDI (total customer minutes divided by customers
affected) to detemline average customer outage times, the .performance ranges from 62
minutes per customer per year to 333 minutes per customer per year. The 62 minutes per
customer per year equates to second quartile performance relative to the IEEE standard
and the 333 would equate to fourth quartile. Comparison of individual feeder metrics to
the IEEE standard in this manner is not standard protocol however it does indicate where
more review might be appropriate. The 62 minutes per customer per year is reasonable
performance and the 333 minutes per customer per year and measures of this magnitude
require consideration with other factors.

5. Of the nine feeders reviewed over three years, five had outage times averaging less than
100 minutes per customer per year and four had outage times averaging more than 100
minutes per customer per year. An outage rate of 100 minutes .per customer per year
equates to third quarti le CAIDI performance in the nonna def inition of  IEEE
performance and would gent ly be considered an acceptable level of performance.
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6. Outage performance was not correlated to any particular storm activity, however, Staff
believes storms were a significant factor in these outages based on data supplied by UNS
Electric and addressed in the fad paragraph of Section II.B.1 herein.

Staff sirnilaly new°ewed the data submitted by UNS Electric for the three worst
performing feeders in Santa Clmz County and maces the following observations:

1. Two years data was submitted (2005 and 2006). One feeder (C-8203 sewing N.
Pendleton) appeared in both years.

2. No action (other than restoration) was taken on all feeders over the two year period.

Using a modified definition of CAIDI (total customer minutes divided by customers
affected) to determine average customer outage times, the performance ranges from 35
minutes per customer per year to 141 minutes per customer per year. The 35 minutes per
customer per year equates to first quartile performance relative to the IEEE standard and.
the 141 would equate to fourth quartile. Comparison of individual feeder metrics to the
IEEE standard in this manner is not standard protocol however it does indicate where
more rew'ew might be appropriate. The 35 minutes per customer per year is reasonable
performance and the 141 minutes per customer per year and measures of this magnitude
require consideration with other factors.

4. Of the Ive feeders reviewed over two years, two had outage times averaging less than
100 minutes per customer per year and two had outage times averaging more than 100
minutes per customer per year and one had an outage time close to 100 minutes per
customer per year. An outage rate of 100 minutes per customer per year equates to third
quartile CAIDI performance in the normal definition of IEEE performance and would
generally be considered an acceptable level of performance.

5. Outage performance was not correlated to any particular storm activity, however, Staff
believes storms were a significant factor in these outages based on data. supplied by UNS
Electric and addressed in the final paragraph of Section II.B.1 herein.

In addition to the data review, Stair determined that four feeders selected from the worst
performing list warranted a closer field review to evaluate field conditions and planned or
othewvise possible improvements. The four feeders were selected based on those with greater
customer impact and ds characterization as a worst performing. feeder in more than a single
year. The feeders selected were inspected with Stalrf and UNS Electric personnel on May 31,
2007 in Santa Cruz County and on June 7, 2007 in Mohave County. A summary of the Endings
is provided as follows;

3.

1. Canez Feeder C-8203 serving N. Pendleton Dr (Santa Cruz County) is a very long
(approximately 100 miles) 13 kV distribution feeder serving residential and light
commercial load in a partially mountainous area between Tucson and Nogales and east of
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Interstate 19. Staff inspected portions of the feeder on May 31, 2007 with UNS Electric.
personnel and observed that problems were being regularly addressed with the addition of
lightening arresters in selected locations, replacement of wood poles with steel poles in
unstable soil areas along the Santa Cruz river, cross arm installation at. selected locations
to increase phase spacing, and fairly aggressive and recent tree trimming in the high
vegetation areas close to the Santa Cruz river. Additional action being considered
includes transferring some parts of this feeder to other feeders to reduce the length of line
exposed and adding field reclosures (one presently exists) to isolate areas that have
faulted in lieu of larger segments of the feeder. Since the area has topography which
tends tO make it subject to summer thunderstorms with resultant lightening and wind
impacts and the overhead line exposure is high (about 50 percent of the 100 mile line is
overhead), the feeder will likely remain as one which will require continued attention in
the future. Staff was concerned that voltage degradation might be a problem at some
locations on this feeder due to its long length, however, UNS Electric advised that
maintaining the proper voltage has not been a problem. Staff believes UNS Electric has
taken the appropriate steps to minimize customer outages as evidenced by the work of the
last few years and is prepared to continue improvements of this feeder.

2. Mohave Feeder 8008 serving Aqua Fria and Golden Valley (Mohave County) is a short
(less than five miles) 13 kV overhead distribution feeder serving residential load in a
generally flat valley area between Kinsman and Bullhead City. The topography of the
area makes the feeder subject to lightening impacts during summer thunderstorms. The
wind impact from these summer storms appears minor as there is minimal tall vegetation
in the area that could be blown into the feeder although blowing debris presents some
risk. The conductor is a relatively small Number.2 aluminum conductor steel reinforced
("ACSR") which is targeted for replacement with larger conductor probably in 2008 or
2009. A substantial portion of the feeder is built underneath a 69 kV .feeder on a common
pole line thereby protecting the under built 13 kV from lightening strikes and resultant
outages. The rebuilding of Me Number 2 ACSR line (comprising the bulk of die feeder)
will provide additional lightening protection for the feeder due to the new construction
standard requiring approximately 5 lightening arresters per pole mile of line thereby
reducing the likelihood of any lightening induced outages on the 13 kV portion of the
feeder. Staff believes this feeder as in place today presents a low risk of excessive
outages affecting customers. Additionally, UNS Electric will be taking appropriate steps
to fiirther minimize customer outages on this feeder with the replacement of the feeder
with larger conductor and associated lightening protection,

3. Mohave Feeder 8016 serving Aqua Fria and Golden Valley (Mohave County) is a
relatively short (less than ten miles) 21 kV overhead distribution feeder with some
underground serving residential load and some light commercial load in a generally flat
valley area between Kinsman and Bullhead City. The topography of the area is common
to Mohave Feeder 8008 described above and makes the feeder subject to lightening
impacts during summer thunderstorms. The wind impact from these summer storms
appears minor as there is minimal tall vegetation in the area that could be blown into the
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feeder although blowing debris presents some risk. A substantial portion of the feeder
was rebuilt approximately six years ago however the standard at that time did not call for
lightening arrester protection along the main feeder tirunuk except at transformers and
other similar equipment connections. SMH believes this feeder as in place today presents
a lowrisk of excessive outages affecting customers although outages could likely be most
attributable to summer storm and lightening activity. Staff suggests that iiuther
monitoring of the outage performance of this lieder be conducted and if a correlation. is
made between excessive outage rates and area lightening activity, then consideration be
given to the installation of additional lightening arresters along the feeder.

4. Mohave Feeder 6026 serving a portion of the Lake Havasu area out of North Havasu
Substation is a moderate length (approximately 20 miles) 13 kV overhead distribution
feeder serving residential load and some .light commercial load in a hilly area just east of
Lake Havasu. (Mohave County). The feeder is frequently constructed along the rear lot
line of homes (instead of the more common street frontage construction) which may
impede utility access and thereby increase some restoration times. The line construction
employs lightening arresters at transformers and other similar equipment connections.
The topography of the area makes the feeder subj et to lightening impacts during summer
thunderstorms. The wind impact from these summer storms appears minor as there is
minimal tall vegetation in the area that could be blown into the feeder although bloMng
debris presents some risk. Staff believes this feeder as in place today presents a low risk
of excessive outages affecting customers although outages could likely be most
attributable to summer storm and lightening activity. Staff suggests that fiirther
monitoring of the outage performance of this feeder be conducted and if a correlation is
made between excessive outage rates and area li.ghtening activity, then consideration be
given to the installation of additional lightening arresters along the feeder-

Staff ends no particular patterns or circumstances of concern in the outage statistics 'for
UNS Electric's worst P¢ff°rn1ins feeders based on the information available. Ordinarily, Staff
would prefer to analyze a minimum of five recent consecutive years' data to identify repeating
worst performing feeders and areasrepeatedly affected.. UNS Electric does not have any IEEE
type data prior to 2004 since the Arizona assets of Citizens were not acquired until that time
The one feeder -in the data supplied that does have more than one year in the worst performance
category is C-8203 in Santa Cruz County however the corresponding modif ied CAIDI
measurement is not lmreasonatble (141 in 2005 and 125 'm 2006) and the number of affected
customers iS relatively low (=u=pr°xi1na1=Jy200).

Staff did note that UNS Electric utilizes their Otnage Management System ("OMS") to
collect outage statistics in Santa Cruz County. The Santa Cruz system .is capable, in Sta:&'s
opinion, of collecting and reporting data 'm a variety of ways with varying amounts of manual
interaction. Staff believes it would benefit UNS EleCtric ad their customers to begin collecting
data annually in Santa Cruz Counrty to determine the worst pexrfomnuimng feeders (a minimum of
three identified per year) for Santa Cruz County using a minutes (or hours) per customer affected
per year measure (sixunilar to UNS Elec»I1ie°s May 4, 2007 dataresponse number six). This data

4 \
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collection could, Staff suggests, be modeled using reasonable assumptions to minimize any
additional manual effort and still meet the goal of identifying feeders with the most adverse
impact on customers. This type of review, in Stay's opinion, would allow UNS Electric to
readily determine which feeders are most adversely impacting customer service and then allow
UNS Electric Santa Cruz County to better focus their efforts on appropriate upgrades to those
feeders.

Staff further notes that UNS Electric utilizes a manual system to collect outage statistics
in Mohave County. UNS Electric Mohave County has a Work Management System and a
partially developed Geographic Information System with future plans to employ an Outage
Management Module as part of the Work Management System in the next few years. Although
UNS Electric Mohave County does not have the present ability to collect outage data in the same
manner as UNS Electric Santa Cruz County, Staff believes it would be beneficial to customers
for UNS Electric Mohave County to similarly adopt a worst performing feeder review as
described above for Santa Cruz County when sufficient tools are available to reasonably collect
and analyze outage data.

B.3  TR E ND ANALYS IS

One useiirl tool for determining reliability is a comparative review of present reliability
metrics in relation to past years metrics to determine if the overall reliability is improving,
degrading or remaining constant. From that review, it is reasonable to project fixture reliability
with consideration for other growth and capital investment plans.

Staff ordinarily expects to perform this type of analysis if data is available to do so,
however, in this case, the data is not available. UNS Electric does not have any IEEE type data
prior to 2004 since the Arizona assets oflCitizens were not acquired until that time. Additionally,
UNS Electric does not separately measure Major Event Days, so their data in the indices is all
inclusive. A comparison using only the three years of available data is not constructive in this
case. There is no way of differentiating severe storm occurrences from more routine outages and
the trend analysis with and without Minor Event Days cannot be performed. Additionally, three
years data is only marginally sufficient to perform a meaningful trend analysis presuming all
other data considerations are met.

c . QUALITY OF  S ERVICE COMP LAINTS

The Coati mission regularly receives telephone cadis ham utility customers who wish to
voice their concern (or approval) on a variety of utility issues. These cadis are logged in and
refenntals made to the appropriate utility for response to the customer on the particular issue cited
by the customer. The Service Interruption category is one of the categories used to define the
type of call received. Although the lack of or low instance of .coinnpladnts in .itself is not a
definitive measure of acceptable reliability, a review of complaints when conducted in
conjunction with other analyses (such as those included in this assessment) can weigh in the
overall assessment conclusion.

l l all ullllI l NHII l u I



UNS E1eotni<;, Inc.
Docket No. E-04204A-06-0783
Page 10

Staff has reviewed the logged calls received by the Commission with regard to UNS
Electric for the years 2004 through 2007 to date and with the Service Inteniiption identifier. The
calls are summarized as follows:

1. Calendar Year 2004 No complaints received.

Calendar Year 2005-A total of 9 complaints received approximately evenly divided
between Mohave and Santa Cruz Counties. Complaints were of a general nature
(inability to contact UNS Electric promptly, longer outage or more frequent outages than
expected, property damage, UNS Elect:ic's response regarding restoration time
inadequate). Complaints were received throughout the year with no particular geographic
pattern observed. All complaints were addressed by UNS Electric and considered closed
by the ACC..

3. Calendar Year 2006=-A total of 22 complaints received approximately evenly divided
between Mohave and Santa Cruz Counties. Complaints were of a general nature (inability
to contact UNS Electric promptly, longer outage than expected, property damage.,
inability to determine time to make repairs). Complaints were received throughout the
year with no particular geographic pattern observed. All complaints addressed by UNS
Electric arid considered closed by the ACC.

Calendar Year 2007-Staff notes only one complaint received at the time of this report
with characteristics similar to complaints previously noted.

Staff Ends no particular patterns or circumstances of concern in the complaints received
by the ACC for the years 2004 through 2007 to date.

D. Transmission

The Commission performs a biennial transmission system assessment in accordance with
Arizona Revised Statrne §40-360.02.G. The latest assessment, the 2606 Biennial Transmission
Assessment ("BTA") was approved by the Conmnnission in March 2007 and evaluates the
condi t ion of  the overal l  Arizona transmission system and addresses concerns or
accomplishments in specific areas. The Assessment concludes that "In general, the existing and
proposed Arizona transmission system meets the load serving requirements of the state in a
reliable manner". Staff believes this overall .Arizona conclusion is an important element of
service reliability for all Arizona utilities; however it is appropriate to also consider any
particular findings germane to UNS Electric in the BTA and additionally any other issues beyond
theBTA that maybe a consideration in assessing the UNS Blecctric transmission ~Hu .

Staifiiotes in the BTA that Reliability Must Run ("RMR") conditions in the Mohave :ll d
Santa Cruz areas supplied by UNS Electric require iiurther analysis and possible action to
maintain reliability. When an area must nm its own generation due to transmission import
constrdnts, die area is detennined to be an RMR area. This is not necessarily undesirable as the

4.
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cost of running area generation may be less than the cost of building new transmission.
Nonetheless, utilities serving both the Mohave and Santa Cruz areas need to iilrther review this
matter so that a long term solution, if necessary, can be implemented. This conclusion is not
unlike similar conclusions in year's past and resultant ACC directives to utilities in other areas
such as Phoenix where RMR conditions were identified in the 2004 BTA and addressed through
system planning analysis and resultant construction plans. The 2006 BTA process has identified
this problem in the UNS Electric service territories (as it has done in other Arizona areas in
earlier BTAS) and consequently the ACC has directed UNS Electric to perform the necessary
RMR studies in conjunction with other associated parties as part of the upcoming 2008 BTA
process.

Staff also notes from the BTA that the UNS Electric's plan to improve reliability for the
Santa Cruz territory is to construct a second transmission line in the Nogales area from the
proposed Gateway substation to the existing Valencia Substation to introduce redundancy of
supply and thereby improve reliability Additionally there are long term improvements for the
Santa Cruz transmission system noted in UNS Electric's Ten Year Plan, particularly a new 138
kV circuit between Valencia Substation and Sonoita Substation and upgrade of the Valencia to
Vail line from 115 kV to 138 kg.

From a power production and transmission perspective, it is .important to consider that
UNS Electric is largely dependent on others through contract to provide power and transmit that
power to certain locations where it is then picked up on the UNS Electric transmission system.
UNS Electric presently meets its power requirements through a Power Supply Agreement with
Pinnacle West. Western Area Power Authority is utilized at many of the supply points to
transmit power to a location where UNS Electric can tie in their transmission system. This
approach to supplying and transmitting power is dependent on. the protection and assurances
contained in the associated contract conditions. Staff does not foresee any inherent reliability
problems in this approach.

E. FORWARD P ROJ ECTIONS

A Quality of Service Assessment is made at a particular point in time, the end of2006in
this- case. Getneradly however, it is appropriate to make a forward projection on Quality of
Service to determine, based on available information, if the tincture Upend is improving,
deteriorating or remaining constant. This can be reasonably accomplished thuiough a historical
and iiiture trend determination review of reliability considerations (preceding Items lI.B, H.C
and II.D) coupled with an analysis of projected customer load growth and projected capital
investment noted in the following discussion.

E .1  P RO J E CTE D LO AD G RO WTH

UNS Electdc is projecting overall (Mohave and Santa Cruz counties) customer base
growth at an annual average rate of 6.6% for the year end 2006 through year end 2011 time
period. They have experienced an actual 5.2% customer base growth rate fortheyear end 2003
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through year end 2006 time period and this overall growth rate is greater in Mohave County at
7.0% 'than in Santa.Cruz at 3.5% for the same period.

The customer base is higher in Mohave County (73,581 total number of customers all.
classes year end 2006) than S8I1ta Cruz County (20 l26 total number of customers all classes
year end 2006). The residential class of customers dominates in number in both Mohave and
Santa Cruz counties however the growth rate of residential customers is greater in Mohave
County (7.6 % growth rate for 2004 through 2011) than in Santa Cruz County (5.0 % growth .rate
for 2004 through 201 1).

The MWH sales figures generally follow the customer trends cited above.

The Mohave projected customer and load growth rates are within Staff's expectations in
consideration of anticipated .residential and commercial construction primarily in the Kinsman
and Havasu areas. This high growth is due to an influx of retirees Hom California, an influx of
Nevada residents facilitated by tlle soon to be completed Hoover Dam. Bypass as well as the
historical load growth of the area.

The Santa Cruz projected customer and load growth rates are also within Stay's
expectations in consideration of historical trends and the general lower growth rates projected as
compared to Mohave.

In summary for growth, UNS Electric has experienced high customer and .load growth
and will likely continue to experience high growth rates. The growth is more pronounced in
Mohave County.

E.2 PROJECTED CAPITAL INVESTMENT

UNS Electric will require future electric system capital investment in dl mair capital
cost classes (new business, distribution system reinforcement, transmiss'i0n and production) to
provide service to new custornas and ensure that overall reliability is adequate. The new
business class includes all distribution lines and meters to supply new customers. The
distribution system reinfonzement class includes all new and upgraded distribution lines and
substations. The transmission syszqun class includes allnew and upgraded transmission lines and
subsmtions (rated 69 kV and higher). The production class includes upgrades to power plant
facilities.

UNS Electric has provided project specific information and cost for their capital budget
plans for the years 2007 tbmough 2011 as requested and itemized by the subject cost classes and
further by Mohave and Santa Cruz counties. The requested information provided to Sta&` was
submitted under a "Protective Agreement" requiring continued confidentially of the informations
Stafftherefore addresses UNS Blectric's capital program in general terms.
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Staff has analyzed the projected expenditures and projects for the years 2007 through
2011 in each service territory, Mohave County and Santa Cruz County and further itemized by
cost classes previously noted. Staff believes the projected capital expenditures are appropriate in
consideration of the projected growth rates noted in Item H.E.1, the reliability issues noted in
Items II.B and ILL and the transrnissionissues noted in Item II.D. This does not however, imply
a specific treatment or recommendation for rate base or rate making purposes in any UNS
EIect1ic's rate filings.

F . CONCLUS IONS  FOR Q UALITY O F S ERVICE

Based on the review of UNS Blectlic's customer reliability measures, transmission
system. review, anticipated growth and fixture Construction Work Plans, it is Staff"s conclusion
that:

1. UNS Electric is supplying its customers in both the Mohave and Santa Cnlz service
territories with reliable electric service. The Distribution Reliability indices are heavily
influenced by major storms and the rural nature of pans of theservice territories.

The UNS Electric transmission system is adequately supplying both service territories,
however there are several identified issues in the 2006 BTA that require resolution and
UNS Electric is addressing these issues.

3. The load and customer growth rates of UNS Electric are reasonably projected based on
past load and customer growth rates and overall population growth expected for Arizona.
Both service territories are experiencing high growth rates with Mohave County
experiencing a higher rate than Santa Cruz.

4. UNS Electric projects investment in its capital plant over the next five years in a manner
that indicates new customers will be adequately and timely served and all customers can
expect a reasonable .level of reliability. UNS ElecMds FiVe Year Construction Work
Plan is appropriate in consideration of the expected growth and system reinforcement
needs. This conclusion, however, does not imply a specific treatment orrecornmendation
for rate base or rate malting purposes in any UNS Electric's rate filings.

5. UNS Electric has an effective outage measurement system in Santa Cruz County with the
ability to produce a variety et metrics. Staff believes UNS Electric would increase the
value of this system to its customers and further improve reliability by additionally
employing a metric to identity the worst performing feeders on a minutes (or hours) per
customer affected per year measure in Santa Cruz County. The metric would then be
used to take appropriate action on the worst performing feeders each year.

6. UNS Electric is moving toward an effective outage measurement system in Mohave
County which should be similarly capable of producing a variety of metrics. Staff
believes UNS Electric in Mohave County should adopt similar approaches to outage

2.
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measurement and corrective action as Santa Cruz County when the Mohave County tools
to do so become available.

HI.  US E D AND US E F UL AS S ES S MENT

A. F R AME W O R K

A used and useful determination requires a physical survey of new and improved
facilities to assure completion of construction, validation that equipment is fully operational, and
that the facilities meet National Electric Safety Code ("NESC") requirements per Arizona
Admiinistiative Code R14~2-208. The investigator's level of industry experience is ds critical
in assembling criteria by which a valid sample of facilities is selected for field observation.

During electric facility site visits Stay generally ascertains: 1) facility security, 2) that
proper safety and fire protection measures are employed, 3) all equipment have been constructed
in compliance with NESC requirements, and 4) the operational status of facility. The site must
be secure with proper height enclosures topped with either barbed wire or razor ribbon, and
gate(s) and control house(s) are locked. Proper Signage must be prominently displayed to infbml
the public that the facility poses an electric safety hazard. Each dm is observed to that
it is a safe working environment Employee adherence to safe operating practices is also
observed in the Held. Particular attention is given to fire extinction capability, proper separation
of equipmentoruse of lire wall barriers, and existence foil cache basins for transformers.

Confirmation that equipment exists 'm the Held and is operational is a prerequisite for a
used and useful determination. Therefore the operational readiltless srtams of all onsite equipment
is noted. Presence of a properly maintained substation DC battery supply is verified. Equips at t
maintenance needs are also observed and maintenance practices confirmed. Storage of damaged
or non-useable equipment onsite is discouraged. However, onsite storage of equipment for
future construction projects or staging of maintenance and repair activities at remote Sites is an
acceptable practice. Storage of a mobile or spare transformer at a remote substation is an
example of this practice.

B. PROJECT SELECTION

This used and usecfiN defterrnination of UNS Electric's capital improvements for the 36
month period prior to the end of the test year (June 30, 2006) is based upon inspection of a
sampling of UNS Electric's facilities and review and analysis of the cornpamy's response to data
requests concerning its capital improvements. Choosing an appropriate sample of facilities to
inspect is a iimdannental requirement in performing any valid used and useiirl determination.
Normally, Staff would prefer to linnet the project review to projects placed in service during the
test year (ending June 30, 2006) however UNS Elem¢tr:ic's data request response to this question
produced a listing too short to allow a representative selection of projects. Subsequently, UNS
Electric provided a listing of projects placed in service in the 36 month period ending June 30,

l H I l I ill_
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2006 which allowed for a representative selection ofproj acts in both the Mohave and Santa Cruz
counties.

It was determined that a site visit fUNS Electric's facilities and an office visit toreview
the Information Technology systems- and other records was needed for the used and useful
determination. However, UNS Electric has a large inventory of existing, new and upgraded
facilities located state-wide. This made selection of a sample of facilities for Held observation a
necessity. Therefore, Staff organized its field visits by UNS Electric's major service territories
i n Mohave and Santa Cruz counties and selected a reflective sample of generation, transmission
and distribution facilities in each jurisdiction.

Staff rev iewed die l ist ing of  projects prov ided by UNS Electric and selected
representative projects for further review. Five projects were selected for Santa Cruz County and
five for Mohave County with a mix of Distribution, Transmission, Production and General Plant
categories. The projects for both Santa Cruz County and Mohave County are listed in the
attached Exhibit 1. Consideration for review was given to some projects that appeared to have a
customer contribution element to see also how customer reimbursement was addressed in the
rate base. Staff was also interested in die process used by UNS Electric to determine the need
and costs for projects and the associated approval process. Also, confirmation through an
independent and directly linked document was reviewed for each project to determine the plant
was used and useNll by the end of the test year (June 30, 2006) with those projects placed in
service near the end of the test year receiving a higher degree of scrutiny. Finally, a field review
of each project was conducted (or off ice demonstration in the case of the Information
Technology project) to confirm the project was constructed and fairly represented in the
information presented.

c. SITE VISITS AND FIELD OBSERVATIONS

Staff prepared a checklist of issues to review and resolve with each projecl and these
checklists are provided herein as Exhibit 2. for Santa Cruz County and Exhibit 3 for Mohave
County. A brief summary of the results from each prob act review is provided below:

Santa Cruz County

1. The Outage Management System ("OMS") Integration Project (rate base
inclusion of $l42,944.30) was satisfactorily demonstrated to Staff on May 30,
2007 at the Tucson Control Center verifying its usefulness as a tool to track
outages and determine likely sources of trouble to expedite yield dispatching and
service restoration. This is a commonly used technology by util ities with
widespread implementation: in the utility industry beginning about tem years ago.
UNS Electric's QMS application is similar to the OMS applications g~~ettatlly
found with other similarly died utilities. The project was veri5ed as used and
useful no later than January 27, 2005. The application is presently used
exclusively used in SantaCruz County.
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2. The Valencia 20 Megawatt Turbine (rate base inclusion of $12,169,026.94),
located at the Valencia Substation in Nogales, was the subject of a January 22,
2007 field inspection with Staff and UNS Electric representatives and a
subsequent 'inspection on May 30, 2007. Staff reviewed the functionality of the
turbine primarily in the January inspection and reviewed other aspects of the used
and useful .review (and construction work in. progress discussed later) at the May
review- Staff determined that the used and useiiil date for the project was June
21, 2006 based on .Energy Management System Operating logs indicating that the
unit was operable Hom UNS Electric's control center ad available to supply load
when required. Additional attestations of the turbines readiness on June 30, 2006
were also observed. (Note that June 30, 2006 was the end of the test year and the
closeness of these dates to the end of the test year required a close review of the
documentation verifying the used and useful date.) The function of the turbine is
to supply load when certain system conditions occur (primarily associated with
unscheduled outages) and this readiness to supply load is the appropriate used and
useful test for this asset. Further review of documentation confirmed that a
thorough review of the Valencia turbine alternatives was considered and the
Valencia turbine project was authorized and constructed in an appropriate
manner. Staff reviewed the security measures associated with this facility, which
is part of a larger substation and operations center, and found all standard
precautionary measures were in place and fully functional.

|

3. The 46 kV Canoa to Kantor line (rate base inclusion of $2,282,720.61) was the
subject of a January 22, 2007 field inspection with Staff and UNS Electric
representatives and a subsequent inspection on May 30, 2007, Staff reviewed the
functionality of the line primarily in the January inspection and reviewed other
aspects of the used and useful review at the May review. Staff determined that
the used and useful date for the project was August 30, 2004 based on Energy
Management System operating logs. This line functions as a backup supply when
certain system conditions occur (primarily associated with unscheduled outages)
and numerous incidents of use were noted in 2005 and 2006 with an average of
approximately ten uses each year to supply the Kantor substation under certain
outage scenarios. A review of available documentation confirmed that this
project was authorized and constructed in an appropriate manner.

4. The Kantar 7203 Overhead to Underground Nogales project (rate base inclusion
of $333,333.86) was initially yield rgvigwgd by Staff and UNS Electric
representatives on May 30, 2007. The project involved the replacanent of
approximately 2.5 miles of overhead 13 kV distribution line with underground
cable starting about 0.5 mile Hom the Kantor Substationandproceeding toward
the Whipple Observatory on Mount Hopkins. An original underground
installation in. the early l970's served this load; however, an electrical fault
incident in early 2000 caused the failure of this portion of the underground feeder
and a temporary overhead line was installed to maintain service. State land
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permit restrictions required the line to be underground and this was accomplished
in 2005/2006 with due construction of the subject project. The in service date for
this latest underground installation was determined to be in early 2006 although
the requested more positive verification of the in service date was not available
and has not been produced at the time of this report. Staff expects dies
documentation, when provided, will verify the project was in service prior to the
end of the test year. A review of available documentation confirmed that this
project was authorized and constructed in an appropriate manner.

5. The Tubac Golf Resort Overhead tO Underground conversion (rate base inclusion
of  $236,873.96) was init ial ly f ield rev iewed by Staf f  and UNS Electric
representatives on May 30, 2007. The project involved the removal of
approximately one mile of 13 kg overhead distribution wire and poles and the
installation of a similar length of .13 kV underground distribution cable with four
above ground enclosures for fusing and disconnecting laterally tapped lines. The
purpose of the project was to allow unencumbered use of a new golf course in the
area of the overhead lines. The in service date for this underground installation
was determined to be prior to the end of the test year although a precise date was
not provided by UNS Electric at the time of this report, A review of available
documentation confirmed that this project was authorized and constructed in an
appropriate manner. The customer contribution was undetermined at the time of
this report and UNS Electric advised Staff on June 1,. 2007 that they would
provide documentation Mm researching the matter further.

Mohave County

l. TO and London Bridge SubstatiOn (rate base inclusion of $2,330,038.55) was
initially field reviewed by Staff and UNS Electric representatives on June 6, 2007.
The project involved the enlargement of the existing substation and installation of
a24 MVA 69/13 kV transformer, bredcer, control house and associated substation
equipment in the Lake Havasu area to correct overload conditions on the Mud
two transformers in the substation. The in service date for this latest installation
was verified to be June 29, 2005. A review of available documentation eontirmed
that this project was authorized and constructed in an appropriate manner. Staff
noted during the site visit that razor wire or barbed wire was not in place
protecting the tops of the two gate entrances (as it was around all the masonry
wall of the substation) and that oil containment was not present on the two earlier
installed substation transformers. UNS Electric advised that they will address the
gate protection issue soon and the two easting transformers will have oil

containment installed when they are changed out in the next fe=w years. Staff is
satisf ied with the gate response and conditionally satisf ied with the oil
containment response. UNS Electric should assure they are in compliance with
the Environmental Protection Agency ("EPA") regulations with regard to the Spill
Prevention and Countermeasure Control ("SPCC") provisions especially with a
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wash immediately adjacent the substation m'th downhill flow to Lake Havasu
approximate one mile away.

2. Install 69/20.8 kV transformer North Havasu project (rate base inclusion of
$440,204.04) was ini t ial ly yield rev iewed by Staf f  and UNS Electr ic
representatives on June 6, 2007. The project involved the installation of a 5 MVA
69/13.2 kV transformer and associated facilities in an existing substation to
address load growth in the area. The in service date for this latest installation was
verified to be March 9, 2005. A review of available documentation confirmed
that this project was authorized and constructed in an appropriate manner, During
the site visit, Staff found the facility in good condition and adequate security was
in place.

Tenant Improvements for New Maricopa (rate base inclusion of $498,260.68) was
initially field reviewed by Staff and UNS Electric representatives on June 6, 2007.
The project involved the upgrades performed on an of f ice bui lding to
accommodate UNS Electric business and engineering office functions. The
building was (and still is) leased, however the lease cost is not part of this project.
A review of available .documentation confirmed that this project was authorized
and constructed in an appropriate manner. During the site visit, Staff found the
facility in good condition and adequate security was in place.

4. 69 kV feeders from Havasu North (rate base iNclusion of $892,99L37) was
initially field reviewed by Staff and UNS Electric representatives on June 6, 2007.
The project involved the installation of approximately one mile of double circuit
69 kV line out of Havasu North Substation. The in serv ice date for the
instal lation was verif ied to be June 27, 2006. A rev iew of  avai lable
documentation confined that this project was authorized and constructed 'm an
appropriate manner. During the site v isit, Staff found the facility in good
condition. Staff initially noted the cost of the facility seemed high, close to
$900,000 for one mile of 69 kV line, however the observed construction (steel
poles, double circuit, drilled piers) was warranted and could reasonably raise the
project cost to the actual cost incurred for this project. Staff is satisfied that the
work was reasonable and prudent even with the initial planning estimate calling
for the project to cost $283,000. Staff however, would generally like to see
documentation (which was not available in this case) that justif ies project
overruns of this magnitude and new budget approval documentation before the
work is started. This would, in Staff's opinion, assure that overruns did not
displace or delay other more needed projects and that liiunited capital funds were
being wisely spent.

5. Havasu North to Black Mesa Substartion (mite base inclusion of $512,605.33) we
initially Held reviewed by Staff and UNS Electric representatives on June 6, 2007.
The project involved the installation of approximately 16 miles of fiber optic

3.

4
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cable on existing poles between Havasu North Substation and Black Mesa
Substation and associated communication control facilities at the substations. The
project was part of an Agreement with Western Area Power Administration
("WAPA") related to substation control communication. The in service date for
the installation was confirmed to be during November, 2005 (exact date not
readily available). A review of available documentation confirmed that this
project was authorized and constructed in an appropriate manner. During the site
visit, Staff reviewed the Havasu North termination point only and found the
facility in good condition. Staff did note that the control house at Havasu North
containing the communication equipment appeared to bemire elaborate and more
expensive in construction (masonry walls, pitch roof; removable floor in lieu of
overhead cable trays) than normally expected in outdoor substations. UNS
Electric advised that they were contractually bound by their contract with WAPA
to build the facility to WAPA standards. Staffprefers, foreconomy and function,
the control house construction standards noted at other UNS Electric facilities
observed on the June 6, 2007 site visits, however, under the contractual
circumstances with WAPA, Staff believes the likely extra cost of the project (due
to control house construction to WAPA standards) is reasonable.

D. CONS CLUS IONS  FOR US ED AND US EFUL AS S ES S MENT

All projects were determined to be used and useiill no later than the dates reported by
UNS Electric (subject to confirmation of the Kantor 7203 Overhead to Underground Nogales
project).

The Tubac Golf Resort Overhead to Underground Conversion (Task CE64023) with a
cost of $236,873.96 and inspected on May 31, 2007 had the appearance of a project that should
be reimbursed al least in significant pan by the customer since it involved the removal of an
overhead 13 kV line and installation of an underground 13 kV line to allow for a developer's
golf course. UNS Electric advised that the project appeared to be reimbursable to some extent,
however they were not able to provide documentation at the review or by the morning of June
11, 2007 as requested in a follow up notification. Statler suggests this project be considered for
removal in projects in rate base unless UNS Electric provides sufficient documentation to prove
inclusion is appropriate.

All projects were subject to a UNS Electric approval process that insured a review by
management. was completed prior to construction. Staff preferred to view a project specific
budget approval document for each project with justification, projected cost (ccmnpany and
cumorner iteruninzed), changes to projected cost when anticipated, and approvals. This is a
common inilustnrjr practice; however, UNS Electric add°sed this is not their project budgeting
process. Stair has no objection to any budgeting process that allows fora timely and thorough
review of project cost and beneizits by management arid believes this was accomplished for the
projects in this Used and Useiirl review. Stat? suggests however that sigrriicant project
overarms, as was apparently the case for the 69 kV feeders 'from Hawasu North project, be more
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clearly identified and reviewed prior to construction to assure project overruns are evaluated and
agreed to by management.

All substation sites visited were secure with enclosures of the proper height and were
topped with either barbed wire or razor ribbon (except London Bridge Substation which is seeing
addressed). A11 substation and line sites visited displayed construction in compliance with the
National Electric Safety Code and were indicative of good utility practices.

One substation, London Bridge, should be reviewed to assure compliance with EPA
SPCC regulations.

IV. CONS TRUCITON WORK IN P ROGRES S  AS S ES S MENT

A. F R AME W O R K

A construction work in progress ("CWIP") determination requires a physical survey of
new and improved facilities that are included in rate base to assure reasonable progress of
consMction and validation that equipment will be fully operational by a particular date. The
projects included in CWIP by UNS Electric in the Rate Application were not in service at the
end of the test year (June 30, 2006) but were anticipated to be in service soon diereatter. Staff
therefore believed it was appropriate to review the circumstances of a representative group of
CWIP projects and document those findings for further consideration of the CWIP inclusion or
exclusion of CW]P in rate base.

During electric facility site visits for CWIP, Staff generally ascertains when the project
was placed in service and considered used and useful after the end of the test year (June 30,
2006) or alternatively, if not used and usetiil, when will this most likely occur and is that
reasonably close to the end of the test year. Other considerations covered in the previous Used
and Useful Assessment Section III then apply if the project is detennined used and useiiil.

Continuation that equipment exists in the field or is on order is a detennination for a
CWIP determination. Therefore the operational readiness status of all onsite equipment is noted.

B. P ROJ ECT S ELECTION

St8iT reviewed the listing of projects provided by UNS Electric and identified as "Net
CWIP June, 2006" totaling $10.8 million otter adjustments and which have been included in the
rate base application. Staff selected eve representative high cost projects totaling $4.2 million
for father review. Two projects were selected for Santa Cruz County and three for Mohave
County with a mix of Distribution, Transmission, Production and General Plant categories. The
projects for both Santa Cruz County and Mohave County are listed in the attached Exhibit 4.
State' was especially interested in theprocess used by UNS Electric to determine the need and.
costs for projects and the associated approval process. Also, continuation through an
independent and directly linked document was reviewed for each project meeting the used and
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useful criteria after the test year to determine the plant was used and useful by a particular date.
Finally, a Held review of each project was conducted (or office demonstration in the case of the
Information Technology project) to confirm the project was constructed or .in the process of
construction and fairly represented the information presented.

c. S ITE VIS ITS  AND FIELD OBS ERVATIONS

Staff prepared a checklist of issues to review and resolve with each project and these
checklists are provided herein as a continuation ofExhibit 2 for Santa Cruz County and Exhibit 3
for Mohave County. A brief summary of the results fi'orn each project review is provided below:

Santa Cruz Countv

l. The Geographic Information System ("GIS") Integration Project (CWTP inclusion
of $597,l07.00) was satisfactorily demonstrated to Staff on May 30, 2007 at the
Tucson Control Center verifying its usefulness as a tool to map and locate
distribution facilities in Santa Cruz County. This tool is an integral part of the
OMS described earlier to track outages and determine likely sources of trouble to
expedite field dispatching and service restoration. The GIS was init ial ly
implemented under an. earlier project in 2004 and this latest associated CWIP
project was undertaken to feline various data points through a field review. This
project was completed in April 2007 as verified through the project status report.
GIS is a commonly used technology by utilities with widespread implementation
in the utility industry beginning about ten years ago. UNS Electric's GIS
application is similar to the GIS applications generally found with other similarly
sized utilities. The application is presently used exclusively used in Santa Cruz

. County. Staff therefore considers the work performed through the completion of
the project in April 2007 to be appropriate, however this is not a recommendation
for or against including the associated. CWIP cost in the rate base application.

2. The Valencia Turbine (CWIP inclusion of $1,290,669.04), located at the Vadenda
Substation in Nogales, is described earlier 'm Section IH for Used and Useiirl
projects. Additionally, this turbine project has a continuing work requirement
(CWIP) associated with upgrades to the Valencia Substation to achieve the full
functionality of the turbine and associated substation. Staff inspected the site on
May 30, 2007 with UNS Electric representatives to review the CWIP portion of
this project. UNS Electric has completed extensive bus upgrades in the Valencia
Substation and plans one transformer upgrade 'm the Fall of 2007 and iinrlher
breaker upgrades through the Spring of 2008. Stair recognizes that substation
upgrades performed alter close of the test year (June 30, 2006) and as planned at
Valencia Substation otter this date are common when a generating source is added
in close proudmity to a substation and is necessary to achieve the iixll capability of
the facility. Staff therefore insiders the work performed to date and through the
completion of the project in the Springof 2008 to be appropriate, however this is
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not a recommendation for or against including the associated CWIP cost in the
rate base application.

Mohave Countv

1. West Golden Valley Substation (CWIP inclusion of $1!220,855.18) was initially
field reviewed by Staff and UNS Electric representatives on June 7, 2007. The
project involved the construction of a complete and new 69 kV supplied
substation wide one 20 MVA 69/21 kV transformer, two outgoing 21 kV feeders
and associated facilities to address load growth .in the area. The in service date for
this latest installation was verif ied to be November 29, 2006. A review of
available documentation confirmed that this project was authorized and
constructed in an appropriate manner. During the site visit, Staff found the
facility in good condition and adequate security was in place. Staff therefore
considers the work performed through the completion of die project on June 7,
2007 to be appropriate, however this is not a recommendation for or against
including the associated CWIP cost in the rate base application.

2. Rhodes Homes (CWH> inclusion of $442,254.92) was initially Held reviewed by
Staff and UNS Electric representatives on June 7, 2007. The project involved the
installation of approximately five miles of 21 kV overhead line to supply service
to water pumps for a proposed housing development. The in service date for this
latest installation was verified to be May 26, 2006 which was prior to the end of
the test year and therefore eligible for Used and UsefUl plant treatment. This
project is fully funded initially by the customer (Rhodes Homes) with UNS
Electric refunding the cost under an agreement based on actual revenues received
iron this new service (refer to March 2, 2006 Letter of Agreement). A review of
available documentation corntirnued that this project was authorized and
constructed in an appropriate manner. During the site visit, Staff found the
facility in good condition. Staff therefore considers the work performed through
the completion of the project on May 26, 2006 to be appropriate and. should be
considered for Used and UsefUl treatment with allowance for the customer
advance described.

3. GrifEth 230 kV Sub 230 kV line (CWIP inglusign of $613,584.64) was iNitially
Held reviewed by Stair and UNS Electric representatives on June 7, 2007. The
project involved the construction of a new 230 kV/69 kV double cilvrxit line 35
miles in length between the Grif f ith Generating plant and North Havasu
substation. Stafobsaved with the UNS Electric representative the North Havasu
to Franconia 69 kV portion of this project reportedly complete in July, 2006. The
majority of the project, the 230 kV line to GriEth Geuneraltilng plant has been
deferred until. 2012 or later. A review of available documentation conimnned that
this project was authorized and constructed in an appropriate manner. During the
site visit, Staff fold the facility in good condition. Sta1&` therefore considers the
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work performed through the completion of a portion of the project in July, 2006
to be appropriate, however this is not a recommendation for or against including
the associated CWIP cost in the rate base application

D. CONSCLUSIONS FOR CWIP ASSESSMENT

A11 projects were determined to be appropriately included in CWIP as of June 2006
although one project, Rhodes Homes which was put in service just prior to the CWIP accounting,
could reasonably qualify for Used and Useful treatment. Three of the projects have been
completed since the June 2006 CW]P determination (GIS, West Golden Valley and Rhodes
Homes) and two projects are continuing (Valencia and Griffith).

All projects were subject to a UNS Electric approval process that insured a review by
management was completed prior to the start of construction.

All substation sites visited were secure with enclosures of the proper height and were
topped with either barbed wire or razor ribbon.

One project, Rhodes Homes 21 kV supply, was in service on May 26? 2006 which was
prior to the end of the test year and therefore eligible for Used and Useful consideration. The
project also had a 100% customer advance repayable by UNS Electric when certain load
conditions developed.

Stair considers the work performed on all projects in this CWIP review to be appropriate;
however, this is not a recommendation for or against including the associated CWIP cost 'm the

;28Qzas;= =mpH9ati9n- . ..

v. BLACK MOUNTAIN GENERATING STATION REVIEW

A. FRAMEWORK

UNS Electric has proposed the addition of the Nature Black Mountain Generating Station
("BMGS") in the rate base application. Pre-tiled testimony indicates this new generating station
will be a 90 megawatt ("MW") faCility located in Mohave County with an expected in service
date of 2008 and an estimated cost of $60 million. to $65 million. Staff believed it was
appropriate and expeditious to conduct a high level review of this facility in conjlmction with
other cilice and site. reviews described in this report to provide additional inlhrnriation on this
project. A check list provided as a continuation ofExhibit 3 was utilized to conduct the review.

B. OFFICE and SITE VISIT OBSERVATIONS

Staff reviewed office records with UNS Electric on June 1, 2007 describing Board of
Director's recommendations for the construction of BMGS at a cost of $60 million inclusive of
two new 45 MW gas fired simple cycle generators (Consolidated Edison surplus), transmission
line intexcommection facilities and gas line supply construction. Staff was iiuther advised that

4
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apprordrnately $41 million has been spent to date for purchase of the two hlfbines, transformers,
engineering, materials and generator modification cost. The two turbines are reportedly in Texas
undergoing the necessary modifications for use in this application. The remaining equipment is
reportedly still with the manufacturers in various stages of completion. The only confirmed fact
regarding equipment for this project was that none of the equipment was on ate at the time of the
June6, 2007 field review.

Staff did review the site with UNS Electric on June 62 2007. The site is in open desert
south of Kinsman off Interstate 10 and less than five miles south of the existing Griffith
Generating Plant. The site was reportedly owned previously by Citizens Electric and transferred
to UNS Electric. It has a 69 kV line existing on the road frontage of the property which will be
used (at least in part) for connection of the plant to. the transmission grid. A gas line installation
for the plant was in progress on the road frontage and through a portion of the properly during
the June 6, .2007 site visit. No electrical equipment (or equipment of anyldnd) was installed or
stored on the site at the time of the site visit odder than the 69 kV line and gas line previously
mentioned.

c. CONS CLUS IONS F O R BMG S

Staff offers only the above observations regarding BMGS as part of the general review of
otherissues in the area Staff makes no recommendation for or against inclusion ofBMGS in the
rate base application.
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EXHIBIT 2

Revision #1

Checldist for ACC Santa. Cruz Project Review May 30 and 31, 2007
UNS Electric (Docket E-04204A-06-0783)

Used and Useful

1. OMS Integration Project (Task CD1252C)
a. Deanonstradon
b. Review office records

i. verify in service date
ii. project scope and approval

c. Determine Mohave and Santa Cruz applications
d. Determine link to Reliability Measures (SAIDI, SAIFI, etc)

2. Valenciaturbine (Task HS10536)
a Review office records

i. verify in service date
ii, project scope and approval

What were Valencia turbine alternatives?
How was decision made to proceed with this alternative?

b.
c.

3. 46kV Canoa to Kantor 1ine(Task HS10188)
a Review office records

i. verify in service date
ii. project scope and approval

b. How oiien is this line utilized (hours/ year, events/year, etc.)?
c. What alternatives were considered in lieu of this line?

4. Kalntor 7203 OH to UG Nogales project (Task 141524)
4 Review office records

i. verify in service date
ii. project scope and approval

b. Verify need for project (how determined)
c. Field review of project

5. Tubae Golf Resort OH. to UG project ('I`ask CE64023)
Review orifice records

i. verify in service date
ii. project scope and approval

h. Verify need for project (haw determined)
c. Customer contribution?
d. Field review ofproject

a.

1

mm I'll\



CWIP

6. GIS Integration Project (Task CDl250C)
a. Demonstration
b. Review office records

i. verify in service date
ii. project scope and approval

c. Detennine Mohave and Santa Cruz applications
d. Determine link to OMS
e. Determine link to Reliability Measures (SAJDI, SAIFI, etc)

Valencia Turbine (Tas1lL HSl0536)
a. Cost incurred after in service date comprises what?
b. When will capital portion Qfprojeet be complete?
c. What was initial approved cost of this turbine project?
d. What is the final expected cost of this turbine project?
e. Explain if final cost expected to be greater than 10% of initial approved cost.
£ What is :Enact expected3/MW for this turbine?
g. How does $/MW compare to industry averages for similar construction?
h. Field review of project CWIP if necessary

MISCELLANEOUS

8. Worst performing distribution feeders (2005-2006) - field review
a. Canez C-8203 serving N Pendleton Dr

7.

2



EXHIB\T 3

Re vis ion #1

Checklist for ACC Mohave Project Review June 5 and 6, 2007
UNS Electric (Docket E-04204A-06-0783)

Use d a nd Use ful

1_ TO Lord Brdg Sub & Wall Expat project (Task HH11317)
a. Review office records

i. verify in service date
ii. project scope and approval

b. Verify need for project (how determined)
Field review of project

2. Install 69/20.8kv xfxmr N Havasu project (Task HH11315)
a. Review office records

i. verify in service date
ii, project scope and approval

b. Verity need for project (how determined)
c. Field review of project

3. Tenant Improvements for New Maricopa (Task HH10778)
a. Review office records

i. verify in service date
ii. project scope and approval

b. Verify need for project (how determined)
c. Field review of project

4. 69 kV feeders imlurr HavasuNorth (Task 7006537)
a Review office records

i. verify in service date
project scope and approval

b. Verifyneed for project (how determined)
c. Field review of project

5. North Havasu to BMS (Task CB64023)
a. Review office records

i. verify in service date
ii. project scope and approval

b. Verify need for project (how determined)
c. Field review ofproject

1

c.

4



CWIP

6. West Golden Valley Sub (Task HK10487)
a, Review office records

i. Determine expected in service date
ii. project scope arid approval

b. What is the final expected east of the project
c. Verify need for project (how determined)
d. Field review of project

7. Rhodes Homes (Task 8009729)
a. Review office records

i. Determine expected in service date
ii. project scope and approval

b. What is the final expected cost of the project
c. Verify need for project (how determined)
d. Customer contribution?
e. Field review of project

MIS CE LLANE OUS

8. Proposed Black Mountain Generating Station
a. Review office records

i. Determine. expected in service date
ii. project scope and approval

b. What is the basis of theprojected $60 million to $65 million cost of the project?
c. Have times been expended in CWIP through June 30, 2006? Airer June 30, 2006?
d. Verifyneed for project (how determined)

Field renew of project site

9. Worst performing distribution feeders (2004-2006) - field review
a. No 8008 sewing Aqua Fria and Golden Valley
b. No 8016 serving Aqua Fria and Golden Valley

No 6026 serving Lake Havasuc.

e.

2



EXHIBIT 4
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1 v. SUMMARY OF SCHEDULES.

2

3

4

A. Schedules B-1 through B-5.

Q. P le a s e  e xp la in  S e c t io n  B o f th e  Co m p a n y's  filin g .

S e c tion  B, compris e d  o f S che du le  Nos . B-1  th rough  B-5 , p re s e n ts  the  de ve lopme nt o f the

ra te  ba s e  compone n t o f re ve nue  re qu ire me n ts  s ubmitte d  fo r Commis s ion  cons ide ra tion  in

th is  ra te  c a s e  filin g .  S o m e  o f th e  d a ta  in  S e c t io n  B,  a n d  in  S c h e d u le s  a n d  e xh ib its

re fe re n c e d  in  m y te s tim o n y,  a re  ta ke n  fro m  UNS  E le c tric 's  a u d ite d  fin a n c ia l s ta te m e n ts

fo r th e  ye a r e n d e d  De c e m b e r 3 1 ,  2 0 0 5 ,  a tta c h e d  a s  Exh ib it KGK-1 .  Mr.  Da lla s  J .  Du ke s

will te s tify in  s u p p o rt o f th e  c a lc u la tio n s  a n d  m e th o d o lo g y u n d e rlyin g  a llo c a te d  a m o u n ts

a ppe a ring  on the  S e c tion  B S che dule s .

Q.

A.

P le a s e  d e s c rib e  S c h e d u le  B-1.

Th is  s c h e d u le  s u m m a riz e s  th e  e le m e n ts  o f UNS  E le c t r ic ' s  ra te  b a s e  o n  b o th  a  n e t

re c o rd e d  o rig in a l c o s t a n d  d e p re c ia te d  re c o n s tru c te d  c o s t n e w ("RCND") b a s is  a t J u n e

3 0 ,  2 0 0 6 ,  a lo n g  with  th e  p ro  fo rm a  a d ju s tm e n ts  to  ra te  b a s e .  Ra te  b a s e  is  c o m p ris e d  o f

ne t u tility p la n t,  c e rta in  re gu la to ry a s s e ts ,  a nd  working  c a p ita l,  with  de duc tions  from  ra te

ba se fo r  a c c u m u la t e d  d e fe r r e d  in c o m e  t a xe s  ( "AD IT") , c u s to m e r  a d va n c e s  fo r

cons truc tion  a nd  cus tome r de pos its .

Q. Please explain briefly the basis for the determination of the RCND rate base.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

2 0

2 1

2 2

2 3

2 4

2 5

2 6

2 7

Plant in service and customer advances for construction reported at reconstructed cost

new ("RCN") are summarized from the results of a detailed plant cost trending study.

The accumulated depreciation and ADIT reported on a RCN basis have been computed

by multiplying the corresponding original cost balances by a ratio, the numerator of

16

A.

A.



1

2

which is  gross  RCN of depreciable  plant, and the  denominator of which is  gross  origina l

cost of depreciable plant. All other rate base elements are reflected at original cost.

3

4 Q.

5

6

P le a s e  d e s c rib e  th e  p la n t  c o s t  t re n d in g  s tu d y.

Th e  tre n d in g  s tu d y wa s  p re p a re d  to  e s ta b lis h  a  m e a s u re  o f th e  c o s t to  re c o n s tru c t u tility

p la n t in  s e rvic e  a t c u rre n t 2006  c os t le ve ls .  The  J une  30 ,  2006  re c o rde d  ba la nc e  in  e a c h

p la n t a c c oun t wa s  a na lyze d  by vin ta ge  c om pone n t a nd  a d ju s te d  to  c u rre n t c os t le ve ls  by

a p p lyin g  tre n d in g  fa c to rs  to  e a c h  vin ta g e  to ta l.  F o r e xa m p le ,  th e  R C N va lu e  fo r 1 9 8 4

vin ta ge  a s s e ts  in  Ac c oun t No . 362 ,  Dis tribu tion  P la n t - S ta tion  Equ ipm e n t wa s  c om pu te d

a s  fo llo ws :

Origina l Cost of 1984 vintage  asse ts  in Acct. 362 X 2006 Cost Index for Acct 362

= 1984 Cost Index for Acct. 362

For most accounts , the Ha ndy-Whitma n Inde x of Public Utilitv Cons truction Cos ts for

the Plateau Region has been employed. For plant accounts 303, 391, 393, 394, and 398,

the  "Marshall Valuation Service  Cost Index" was used. For plant accounts 392, 395, 396,

and 397, the Bureau of Labor Statistics producer price index was used. Where the Handy-

Whitman Index was  used for the  trend factors , they a re  ba sed on the  index numbers

re lea sed by Handy-Whitman for Janua ry l, 2006. More  current da ta  ha s  not ye t been

released.

7

8

9

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

2 7

Q. What is the Handy-Whitman Index?

It is  a n  in d e x o f p u b lic  u tility c o n s tru c tio n  c o s ts  th a t h a s  b e e n  p u b lis h e d  c o n tin u o u s ly

s in c e  1 9 2 4  b y Wh itm a n ,  Re q u a rd t a n d  As s o c ia te s  o f Ba ltim o re ,  Ma ryla n d .  Th e  Ha n d y-

Wh itm a n  In d e x is  a  we ll-re c o g n iz e d ,  wid e ly u s e d  a n d  g e n e ra lly a c c e p te d  m e th o d  fo r

m e a s u rin g  d iffe re n c e s  in  p ro p e rty va lu e s  fo r in s u ra n c e  a n d  o th e r p u rp o s e ,  in c lu d in g  th e

A.

A.

17



l

2

valuation of public utility property for ra te  case  purposes. It has been used by UniSource

Energy's  utilitie s  and other companies  in proceedings  before  the  Commission for many

3 yea rs  .

4

The  Ha ndy-Whitma n Inde x is  compris e d of inde x numbe rs  for va rious  a ccounts

prescribed by the  Uniform System of Accounts  and for s ix geographica l divis ions  of the

country, including the  P la teau Divis ion, in which Arizona  and New Mexico a re  loca ted.

These  index numbers  result from a  comparison of the  current prices  of materia ls , labor,

and equipment to prices in a base year. Index numbers are determined for each year as of

Janua ry l and July l.

The  index numbers  a re  used to de te rmine  cost trend factors , which a re  then applied to

known origina l cos ts  of like  pla nt a nd prope rty to de te nnine  the  fluctua tion in cos t

between the date  of original installa tion and the date  of valuation.

Q. What is the Marshall Index?

A. The  Marsha ll Index, prepared by the  firm of Marsha ll & Swift, is  an index of construction

cost trend valuations. It was used in development of costs  reported in the  RCND Study for

those  pla nt a ccounts  not re porte d by Ha ndy-Whitma n. The  Bure a u of La bor produce r

price  index was then used when neither the  Handy-Whitman nor the  Marshall indices were

available .

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23 Q.

24 A.

25

26

27

What is shown on Schedules B-2 and B-3?

Schedule B-2 shows the pro forma adjustments to the original cost rate base. The

information presented includes the actual per-books balances at the end of the test year,

pro forma adjustments, and the adjusted balances. Schedule B-3 provides the same detail

1 8



74



BEFORE THE ARIZONA CORPORATION COMMISSION

COMMISSIONERS
JEFF HATCH-MILLER- CHAIRMAN
WILLIAM A. MUNDELL
MIKE GLEASON
KRISTIN K. MAYES
BARRY WONG

IN THE MATTER OF THE APPLICATION OF ) DOCKET no. E-04204A-06-
UNS ELECTRIC, INC. FOR THE )
ESTABLISHMENT OF JUST AND )
REASONABLE RATES AND CHARGES )
DESIGNED TO REALIZE A REASONABLE )
RATE OF RETURN ON THE FAIR VALUE OF )
THE PROPERT1ES OF UNS ELECTRIC, INC. )
DEVOTED TO ITS OPERATIONS )
THROUGHOUT THE STATE OF ARIZONA AND )
REQUEST FOR APPROVAL OF RELATED )
FINANCING. )

UNS E L E C T R IC ,  INC .

F IN AL  S C H E D U L E S

October 11, 2007
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1 3

14

1 5 Re butta l Te s timony of

16

17 D. Be ntle y Erdwurm

18

19 on Be ha lf of

21 UNS  Ele ctric, Inc.

22

August 14, 2007

24

25

26

20

23

27



1 9. Miscellaneous Service Fees.

2

3 Q.

4

How did you determine the proposed service fees that you supported in your direct

testimony?

5

6

The fees generally were cost-based. In some cases however, fee increases were reduced in

the interest of gradualism, and the proposed fee fell short of the cost-based fee.

7

8 Q-

9

In their respective Direct Testimonies, do Staff and RUCO support the Company's

proposed limited fee increases, or do they support the full cost-based fees?

10

11

Staff supported the limited fee increases, but RUCO proposed increasing service fees to

match actual cost-of-service,

1 2

1 3 Q-

1 4

1 5

16

17

18

19

20

21

22

23

Since RUCO supports higher cost-of-service based fees, is the Company seeking to

amend its service fee proposal?

No. The Company will stick to its original proposal in the interest of gradualism. From

the Company's standpoint, changing the fee structure is a zero-sum game. UNS Electric

neither gains nor loses when the fees are reset during the context of a rate case. Fees are

an "other revenue item." Increasing the fees while holding all other items constant,

requires reducing sales revenue to hold total revenue at the required level. At issue is

fairness in how costs are split out among customers. Ms. Diaz Cortez states -.. in her Direct

Testimony on page 21 at lines 2 through 12 - that "these services should be priced at their

actual cost. If they are not, it will have the effect of having the general body of ratepayers

subsidizing the customers who utilize these services."

24

25 Q. Do you share Ms Diaz Cortez's concern regarding unfair cross subsidies among

customers?26

27 A. Yes. I share her concerns about cross subsidies, and I agree that ideally fees should be set

A.

A.

A.

1 7



1

2

3

4

a t cos t. Howe ve r, I be lie ve  tha t the  Compa ny's  fe e  propos a ls  a re  the  a ppropria te  s te p in

this  ca s e . Fe e s  a re  e ithe r a t cos t or m oving towa rd cos t.  The  la rge s t incre a s e s  ca n be

imple me nte d ove r two ge ne ra l ra te  ca se s . Full cos t-of-se rvice  fe e s  will be  propose d in the

next genera l ra te  case .

Q. Though you favor the Company's original proposal, would you object to moving to

fully cost based fees now as RUCO proposes?

No. The Company could live with either approach.

Q. Does this conclude your Rebuttal Testimony?

5

6

7

8

9

10

l l

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Yes it does .

A.

A.

18
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but the y ma ke  no a tte mpt to norma lize  or a djus t S WG cos ts  to re fle ct the  fa ct tha t S WG

ra te  ca se  e xpe nse  wa s  for outs ide  consulta nts  only. This  ra te  ca se  e xpe nse  did not include

the  m a jor re a l cos t of litiga ting a  ra te  ca s e , which we re  a lloca te d to the  S WG's  Arizona

divis ion a nd include d in ba se  ra te s  for tha t divis ion. The  cle a r e vide nce  is  tha t S WG could

not litiga te  a  ra te  ca se  for $265,000 if it did not ha ve  its  sha re d s e rvice  de pa rtme nts  cos t

built into its  ba se  ra te s .

3

4

5

6

7

E. Pavroll Adjustment.

Q. Did the Company propose a change to its originally filed payroll expense adjustment

in it Rebuttal filing?

8
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20 A.
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Ye s . Afte r re v ie wing  S ta ff's  Dire c t Te s tim ony a nd  a cce pting  the ir a d jus tm e nts  for a

postage  ra te  increase  tha t became e ffective  in ea rly 2007, and property tax ra te  changes tha t

a re  e ffe ctive  in 2008, the  Compa ny re a lize d tha t it ha d ove rlooke d the  obvious  pa yroll ra te

incre a s e  tha t be ca m e  e ffe c tive  J a nua ry 2007. The s e  ra te s  we re  a pplie d  to  te s t-ye a r

employee  leve ls  and do not conside r employee  leve l increases  a fte r the  end of the  te s t yea r,

but only the  additiona l wage  increase  to each employee  exis ting a t the  end of the  te s t yea r.

Has  S ta ff o p p o s ed  th is  n ew ad ju s tmen t?

It is  not comple te ly cle a r from Mr. S mith's  S urre butta l Te s timony, but S ta ff did not include

it in the ir cos t of se rvice  (pe nding re ce ipt a nd a na lys is  of re sponse s  to S ta ff Da ta  re que s ts

s e ts  20 a nd 21. S ta ff s e e ms  to be  ins inua ting through Mr. S mith's  S urre butta l Te s timony

tha t this  is  a n e rror tha t we  did not inform the m of a t a n e a rlie r da te  in re s pons e  to S ta ff

Da ta  re que s t S TF 3.88. But S ta ff a cce pte d the  Com pa ny's  re vis e d ba d de bt e xpe ns e

a d ju s tm e n t th a t wa s  a c tu a lly c o rre c tin g  a n  e rro r th a t wa s  n o t re p o rte d  p rio r to  th e

Compa ny's  Re butta l Filing a nd which S ta ff ha d the  sa me  a mount of time  to e va lua te . The

pa yroll a djus tme nt is  s imply incre a s ing norma lize d pa yroll by a n a dditiona l 3% for the  ra te

A.

1 1
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but the y ma ke  no a tte mpt to norma lize  or a djus t S WG cos ts  to re fle ct the  fa ct tha t S WG

ra te  ca se  e xpe nse  wa s  for outs ide  consulta nts  only. This  ra te  ca se expense did not inc lude

the  ma jor re a l cos t of litiga ting a  ra te  ca s e , which we re  a lloca te d to the  S WG's  Arizona

divis ion a nd include d in ba se  ra te s  for tha t divis ion. The  cle a r e vide nce  is  tha t S WG could

not litiga te  a  ra te  ca se  for $265,000 if it did not ha ve  its  sha re d se rvice  de pa rtme nts  cos t

built into its  ba se  ra te s .

E. Pavroll Adjustment.

Q- Did the Company propose a change to its originally filed payroll expense adjustment

in it Rebuttal filing?
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A. Ye s . Afte r re v ie wing  S ta ffs  Dire c t Te s tim ony a nd  a cce pting  the ir a d jus tm e nts  for a

postage  ra te  increase  tha t became e ffective  in ea rly 2007, and property tax ra te  changes tha t

a re  e ffe ctive  in 2008, the  Compa ny re a lize d tha t it ha d ove rlooke d the  obvious  pa yroll ra te

incre a s e  tha t be ca m e  e ffe ctive  J a nua ry 2007. The s e  ra te s  we re  a pplie d  to  te s t-ye a r

employee  leve ls  and do not conside r employee  leve l increases  a fte r the  end of the  te s t yea r,

but only the  additiona l wage  increase  to each employee  exis ting a t the  end of the  te s t yea r.

Has  S ta ff o p p o s ed  th is  n ew ad ju s tmen t?

It is  not comple te ly cle a r from Mr. S mith's  S urre butta l Te s timony, but S ta ff did not include

it in the ir cos t of se rvice  (pe nding re ce ipt a nd a na lys is  of re sponse s  to S ta ff Da ta  re que s ts

se ts  20 a nd 21. S ta ff s e e ms  to be  ins inua ting through Mr. S mith's  S urre butta l Te s timony

tha t this  is  a n e rror tha t we  did not inform the m of a t a n e a rlie r da te  in re s pons e  to S ta ff

Da ta re que s t S TF 3.88. Bu t S ta ff a cce pte d the  Compa ny's  re vis e d ba d de bt expense

a d ju s tm e n t th a t wa s  a c tu a lly c o rre c tin g  a n  e rro r th a t wa s  n o t re p o rte d  p rio r to  th e

Compa ny's  Re butta l Filing a nd which S ta ff ha d the  sa me  a mount of time  to e va lua te . The

pa yroll a djus tme nt is  s imply incre a s ing norma lize d pa yroll by a n a dditiona l 3% for the  ra te

11

4'



1

2

increase effective January 2007. It is based on known and measurable wage rate increases

and should be allowed.

3

4 F. Overtime Adjustment.

Q- Did  th e  Co m p a n y p ro p o s e  a  c h a n g e  to  its  o r ig in a lly file d  o ve r t im e  e xp e n s e

adjus tment in it Rebutta l Filing?

Ye s . As  I te s tify to in my Re butta l Te s timony, the  Compa ny ha d a cce pte d a  propose d

method for ca lcula ting normalized overtime  expense  by Mr. Smith in the  UNS Gas case .

This  took place  a fte r the  direct ca se  had been filed in the  UNS Electric ca se . It was  my

assumption that Mr. Smith would use  the  same methodology in his  direct filing in this  case

as  we ll. Mr. Smith did not propose  any adjus tment to the  overtime  expense  in his  Direct

Te s timony a nd the re fore  the  Compa ny propos e d the  re vis e d le ve l in the  Re butta l

Testimony.

5
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Q. Ha s Staff oppos ed  th is  new ad ju s tmen t?

Ye s . Mr. S mith a s se rts  tha t his  a na lys is  shows  tha t the  me thod tha t UNS  Ga s  use d in its

d ire c t tiling  produce d too high a n  ove rtim e  a m ount,  but the  s a m e  m e thod in  the  UNS

Ele ctric ca se  produce d a n a mount tha t wa s  jus t right. Howe ve r, the  me thod he  propose d in

the  UNS  Ga s  ca s e  produce d a n  a m ount tha t wa s  jus t right,  but whe n a pplie d  to  UNS

Electric produces  an amount tha t is  too high. While  e ach ca se  s tands  on its  own merits , the

me thodology use d for UNS  Ga s  a nd for UNS  Ele ctric should be  the  sa me . In the  UNS  Ga s

ra te  ca s e , UNS  Ga s  a gre e d with the  m e thodology propos e d by Mr. S m ith. But for UNS

Ele ctric , Mr. S mith now re comme nds  the  me thodology he  re je cte d in UNS  Ga s , without

a ny re a s on dis tinguis hing UNS  Ele ctric  from UNS  Ga s  .- othe r tha n it produce s  a  lowe r

a m ount.  The  bottom  line  is  tha t the  m e thod Mr.  S m ith  re com m e nde d for UNS  Ga s  is

re a s ona ble  for both  UNS  Ga s  a nd UNS  Ele c tric ,  it g ive s  the  prope r re s ult in  the  UNS

A.

A.

12
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4

but they make  no a ttempt to normalize  or adjus t SWG costs  to re flect the  fact tha t SWG

rate case expense was for outside consultants only. This rate  case expense did not include

the  ma jor rea l cos t of litiga ting a  ra te  ca se , which were  a lloca ted to the  SWG's  Arizona

division and included in base  ra tes for tha t division. The clear evidence  is  tha t SWG could

not litiga te  a  ra te  ca se  for $265,000 if it did not have its shared service departments cost

built into its  base  ra tes.

E. Pavroll Adjustment.

Q- Did the Company propose a change to its originally filed payroll expense adjustment

in it Rebuttal filing?
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Yes. Afte r re vie wing S ta ff's  Dire ct Te s timony a nd a cce pting the ir a djus tme nts  for a

postage rate increase that became effective in early 2007, and property tax rate changes that

are  effective  in 2008, the  Company realized that it had overlooked the  obvious payroll ra te

increa se  tha t became  e ffective  Janua ry 2007. The se  ra te s  we re  a pplie d to te s t-ye a r

employee levels and do not consider employee level increases alter the end of the test year,

but only the additional wage increase to each employee existing at the end of the test year.

A.

Has  Staff opposed this  new adjus tment?

It is  not comple te ly clear from Mr. Smith's  Surrebutta l Testimony, but Staff did not include

it in their cost of service  (pending receipt and analysis  of responses to Staff Data  requests

se ts  20 and 21. S ta ff seems to be  insinua ting through Mr. Smith's  Surrebutta l Testimony

tha t this  is  an e rror tha t we  did not inform them of a t an ea rlie r da te  in re sponse  to S ta ff

Da ta  reques t STF 3.88. But S ta ff accepted the  Company's  revised bad debt expense

a djus tme nt tha t wa s  a ctua lly corre cting a n e rror tha t wa s  not re porte d prior to the

Company's  Rebutta l Filing and which Staff had the  same amount of time to evaluate . The

payroll adjustment is  s imply increasing normalized payroll by an additional 3% for the  ra te
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Page 901

1 Q And that is much like the salary and wage

2 increases that Mr. Dukes has testified to that also went

3 into effect January 1st of 2007; correct?

Well, the problem with the wage, the 2007 wage

5 increase is that in the test year we give them

6 normalize it to the end of the year rates so that it

7 reflects the expense that would have occurred had they

4 A.

8 been being paid their June 30th rates or even, I don't

9 know if it was January 1 of 2007 or whatever, for the

10 entire test year

11 If you go into the 2007 rates, that is double

12 counting. We have already established the historical test

13 year with the normalized labor expense. Now you go and

14 add in a 2007 increase, and that's apple and oranges to

15 determining that there is a postage increase or a property

16 tax increase

17 Q Sir, let me go into the, quote/unquote, apples

19

18 and oranges comparison quote that you just made

You would agree with me that the salary and wage

20 increases went into effect January let of 2007? You have

21 no reason to dispute Mr. Dukes' testimony on that point

22 do you

23 No

24

25

And that was for existing employees; correct?

I believe his calculation did that, yes

9 ?

I

iv



Page 902

•1 Q Those existing employees provide service to

2 existing customers; correct?

A.3 Yes.

4 Q. And these employees were providing services to

5 customers in December of '06; correct?

6 A. You mean the end of the test year, June 30th?

These7 Q. I'm talking about December of '06.

8 employees that we're talking about they received wage

-- were providing9 and salary increases in January of '07

10 services for customers in December of '06,

Yes.A.11

12 Q. And they were providing -- now that you bring it

13 up, they were providing services to customers back in June

14 of '06; correct?

15 Correct.A.

16 Q. And they were providing services in January of

17 2007, correct, to these existing customers?

Yes.18 A.

19 Q. So we have a known and measurable changeOkay.

20 to existing employees providing service to existing

21 customers; correct?

22 A. It is an annual adjustment that is made to the

23 labor expense.

24 For the test year we recognize that and

25 normalized it. To accept the normalized level and an

p

g8
8
5
.3
83
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a lready in e ffect. S ta ff ha s  a lso proposed an adjus tment to decrea se  prope rty tax expense

ba se d on the  prope rty ta x a s se s sme nt ra te  tha t is  known, me a sura ble  a nd tha t will be  in

e ffe ct in 2007. Cons is te nt with thos e  propos e d a djus tm e nts  the re  a re  s om e  othe r ra te

cha nge s  tha t a re  known a nd m e a s ura ble  a t this  tim e , tha t we re  not a t the  tim e  of the

Com pa ny's  o rig ina l filing . W a ge  inc re a s e s  we n t in to  e ffe c t fo r the  c la s s ifie d  a nd

uncla s s ifie d  e m ploye e s  of UNS  Ele c tric  a nd TEP  for the  ye a r 2007. The  contra c t for

wa ge  incre a se s  for union e mploye e s  for 2007 is  a lso curre ntly known a nd me a sura ble  a s

the re  is  a lready an approved contract in place .

1 . Normalized Overtime Expense.

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Q. What is the revised adjustment for normalized overtime expense?

In UNS Gas, Inc.'s most recent Rate Case (Docket No. G-04204A-06-0463), Mr. Smith

proposed an adjustment to normalize overtime based on a two-year average including the

test year and the year immediately preceding the test year. The adjustment took the two-

year average for overtime and applied the percentage increase associated with regular

payroll charged to O&M expense. The adjustment proposed by Staff reduced UNS Gas'

payroll adjustment by approximately $123,010. In the UNS Gas case I accepted Mr.

Smith's adjustment as I believed it did more accurately ref lect a normalized level of

overtime expense versus the calculation I had originally sponsored.

In the  curre nt ca se  I use d the  sa me  ca lcula tion for norma lize d ove rtime  e xpe nse  a s  I did

origina lly in the  UNS  Ga s  Ra te  Ca s e . I be lie ve  the  Mr. S m ith propos e d form a t in tha t

ca se  more  a ccura te ly re fle cts  the  norma lize d le ve l of ove rtime  e xpe nse  for UNS  Ele ctric.

The re fore , I ha ve  re ca lcula te d norma lize d ove rtime expens e ba se d on the  sa me  me thod

Mr.  S m ith  p ropos e d  - a nd  I a cce p te d  - in  the  UNS  G a s  ca s e .  Tha t ne w a d jus tm e nt

results  in an increase  to pro forma  payroll expense  of $139,201 .

A.

20
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a lready in e ffect. S ta ff ha s  a lso proposed an adjus tment to decrea se  prope rty tax expense

ba se d on the  prope rty ta x a s se s sme nt ra te  tha t is  known, me a sura ble  a nd tha t will be  in

e ffe ct in 2007. Cons is te nt with thos e  propos e d a djus tm e nts  the re  a re  s om e  othe r ra te

cha nge s  tha t a re  known a nd m e a s ura ble  a t this  tim e , tha t we re  not a t the  tim e  of the

Com pa ny's  o rig ina l filing . W a ge  inc re a s e s  we n t in to  e ffe c t fo r the  c la s s ifie d  a nd

uncla s s ifie d e m ploye e s  of UNS  Ele c tric  a nd TEP  for the  ye a r 2007. The  contra c t for

wa ge  incre a se s  for union e mploye e s  for 2007 is  a lso curre ntly known a nd me a sura ble  a s

the re  is  a lready an approved contract in place .

1 . Normalized Overtime Expense.
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Q. Wh at is  th e  revis ed  ad ju s tmen t fo r n o rmalized  o vertime  exp en s e?

In UNS  Ga s , Inc.'s  mos t re ce nt Ra te  Ca s e  (Docke t No. G-04204A-06-0463), Mr. S mith

propose d a n a djus tme nt to norma lize  ove rtime  ba se d on a  two-ye a r a ve ra ge  including the

te s t ye a r a nd the  ye a r imme dia te ly pre ce ding the  te s t ye a r. The  a djus tme nt took the  two-

ye a r a ve ra ge  for ove rtime  a nd a pplie d the  pe rce nta ge  incre a se  a s socia te d with re gula r

pa yroll cha rge d to O&M e xpe nse . The  a djus tme nt propose d by S ta ff re duce d UNS  Ga s '

pa yroll a djus tm e nt by a pproxim a te ly $123,010.  In  the  UNS  Ga s  ca s e  I a cce pte d Mr.

S m ith 's  a djus tm e nt a s  I be lie ve d it d id  m ore  a ccura te ly re fle c t a  norm a lize d le ve l of

ove rtime  expense  ve rsus  the  ca lcula tion I had origina lly sponsored.

In the  curre nt ca se  I use d the  sa me  ca lcula tion for norma lize d ove rtime  e xpe nse  a s  I did

origina lly in the  UNS  Ga s  Ra te  Ca s e . I be lie ve  the  Mr. S m ith propos e d form a t in tha t

ca se  more  a ccura te ly re fle cts  the  norma lize d le ve l of ove rtime  e xpe nse  for UNS  Ele ctric.

The re fore , I ha ve  re ca lcula te d norma lize d ove rtime  e xpe nse  ba se d on the  sa me  me thod

Mr.  S m ith  propos e d  - a nd  I a cce pte d  -- in  the  UNS  G a s  ca s e .  Tha t ne w a djus tm e nt

results  in an increase  to pro forma  payroll expense  of $139,201 .

A.

20
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.~..1,

Direct Testimony of Ralph C. Smith
Docket No. G-04204A-06-0463 et al
Page 28

l

2

3

4

and did not apply a pro forma payroll increase to it. However, the Company also did not

remove it from test year expense. It relates to a an employee whose severance occurred in

2004, is nonrecurring, and should be removed from test year expense as shown in Staff

Adjustment C-8. .

5

6 C-9.. Overtime Pavroll Expense

7 Q-

8 A.

9

1 0 As shown on Schedule C-9, Staff has recalculated the

11

12

13

14

15

16

Please explain StaffAdjustment C49.

This adjustment reduces the amount of pro forma expense in the Company's payroll

adjustment. In that adjustment, the Company attempted to normalize test year overtime

based on a two-year average.

overtime normalization adjustment two ways, and each results in a pro reduction UNS

Gas' proposed overtime expense, in contrast with the Company's calculation which

resulted in an increase. Schedule C-9, page 1, shows Stalls calculation of normalized

overtime expense which results in a reduction of $123,010 to the UNS Gas' proposed

amount. Schedule C-9, page 2, shows an alternative calculation, which reduces UNS Gas'

proposed amount by $138,876.

17

18 Q- Are there aspects to the Company's calculated overtime adjustment with which Staff

1 9

20 A.

2 1

22

23

24

25

26

agrees?

Yes. Staff agrees with the concept fusing a two-year average of 2004 and 2005 overtime

cost to produce a normalized overtime expense adjustment. As shown on Schedule C-9,

pages l and 2, the amount of overtime charged to Operating and Maintenance (O&M)

expense, and the total amount of overtime cost in 2005 was considerably higher than in

2004. The UNS Gas recorded amount of overtime charged to O&M expense, and the total

amount of overtime cost in the 2005 test year is higher than the average for the two-year

period 2004-2005.

4.

J
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S urre butta l Te s tim ony of Ra lph C. S m ith
Doc ke t No .  E-04204A-06 -0783
P a ge  45

1 Q-

2

3

4

5

6

7

8

9

10

11

12

P le a s e  d is c u s s  yo u r  a n a lys is  o f o ve r t im e  in  t h e  UNS  G a s  c a s e  a n d  yo u r  s im ila r

a na lys is o f o ve r t im e  in  th e  UNS  Ele c t r ic ca s e .

Ca lcula tions  cons ide red in propos ing a n a djus tm ent to te s t yea r ove rtim e  for UNS  Ga s  a nd

n o t p ro p o s in g  a n  a d ju s tm e n t to  te s t  ye a r o ve rtim e  fo r UNS  E le c tric  a re  p re s e n te d  in

Atta chm e nt RCS -9. P a ge s  2 a nd 3 of Atta chm e nt RCS -9 re produce , for e a s e  of re fe re nce ,

m y a na lys is  of a n  ove rtim e  a djus tm e nt in  the  UNS  Ga s  ca s e ,  s pe c ifica lly,  S che dule  C-9,

pa ge s  l a nd 2 from  m y re ve nue  re quire m e nt e xhibit (Atta chm e nt RCS -2),  in  tha t ca s e .  As

s hown, m y re com m e nda tion for a n a djus tm e nt to the  Com pa ny's  file d a m ount of ove rtim e

e xp e n s e  in  th e  UNS  G a s  ra te  c a s e  wa s  b a s e d  u p o n  two  c a lc u la t io n s ,  b o th  o f wh ic h

c o n firm e d  th e  n e e d  fo r  a  d o wn wa rd  a d ju s tm e n t . S c h e d u le  C -9 ,  p a g e  1 ,  s h o we d  a

re d u c tio n  to  o ve rtim e  o f $ 1 2 3 ,0 1 0  a n d  S c h e d u le  C~9 ,  p a g e  2 ,  s h o we d  a  re d u c tio n  o f

ove rtim e  e xpe ns e  of$138,876.

13

14

15

16

1 7

18

19

20

2 1

In contra s t, the  s a m e  two ca lcula tions  for UNS  Electric, which a re  s hown on pa ges  4 a nd 5

of Atta chm e nt RCS -9, produce d diffe re nt re s ults ,  one  (on pa ge  4) s howe d a n incre a s e  of

$64,222 a nd the  o the r (on  pa ge  5) s howe d a  $50,981 de cre a s e .  The s e  workpa pe rs  we re

pre pa re d unde r m y s upe rvis ion prior to  S ta ffs  d ire c t filing  in  th is  ca s e .  Atta chm e nt RCS -

9 ,  pa ge  6 ,  lis ts  the  ove rtim e  re s u lts  us e d ,  which  we re  from  Mr.  Duke s ' pa yro ll e xpe ns e

workpa pe rs . Cons e que ntly, be ca us e  the  re s ults  of m y ove rtim e  a na lys is  for U N S Ele c tric

bra cke te d  the  a m ount of ove rtim e  pre s e nte d  in  UNS  Ele c tric 's  filing ,  I conc lude d tha t no

a djus tm ent to UNS  Electric 's  filed ove rtim e  a djus tm ent wa s  neces s a ry.

22

23 Q.

24

25

26

A.

A.

Have you  reflected  Mr. Dukes ' new propos ed  ad jus tment for overtime?

No . As  de s cribe d a bove , my a na lys is  of ove rtime  e xpe ns e , which is  pre s e nte d in

Attachment RCS-9, and which followed the  same ana lysis  format tha t I used in the  UNS

Gas case , indica tes tha t the  overtime expense  in UNS Electric's  origina l tiling is  within a
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1 increa se  e ffective  J anua ry 2007. It is  ba sed on known and measurable  wage  ra te  increa se s

a nd should be  a llowe d.2

3

4 F . Overtime Adjustment.

Q- Did the Company propose a change to

adjustment in it Rebuttal Filing?

its originally filed overtime expense

5

6

7

8

9

10

13

14

15

16 Q.

17 A.

18

19

20

21

22

23

24

25

26

27

Ye s . As  I te s tify to in m y Re butta l Te s tim ony, the  Com pa ny ha d a cce pte d a  propos e d

me thod for ca lcula ting norma lize d ove rtime  e xpe nse  by Mr. S mith in the  UNS  Ga s  ca se .

This  took pla ce  a lte r the  dire ct ca s e  ha d be e n tile d in the  UNS  Ele ctric  ca s e . It wa s  my

a ssumption tha t Mr. S mith would use  the  sa me  me thodology in his  dire ct filing in this  ca se

a s  we ll. Mr. S mith did not propos e  a ny a djus tme nt to the  ove rtime  e xpe ns e  in his  Dire ct

Te s tim o n y a n d  th e re fo re  th e  C o m p a n y p ro p o s e d  th e  re v is e d  le v e l in  th e  R e b u tta l

Te s timony.

Has  S ta ff o p p o s ed  th is  n ew ad ju s tmen t?

Ye s . Mr. S mith a s se rts  tha t his  a na lys is  shows  tha t the  me thod tha t UNS  Ga s  use d in its

dire c t filing produce d too high a n ove rtim e  a m ount,  but the  s a m e  m e thod in  the  UNS

Ele ctric ca se  produce d a n a mount tha t wa s  jus t right. Howe ve r, the  me thod he  propose d in

the  UNS  Ga s  ca s e  produce d a n  a m ount tha t wa s  jus t right,  but whe n a pplie d  to  UNS

Electric produces  an amount tha t is  too high. While  each ca se  s tands  on its  own merits , the

me thodology use d for UNS  Ga s  a nd for UNS  Ele ctric should be  the  sa me . In the  UNS  Ga s

ra te  ca s e , UNS  Ga s  a gre e d with the  m e thodology propos e d by Mr. S m ith. But for UNS

Ele ctric , Mr. S mith now re comme nds  the  me thodology he  re je cte d in UNS  Ga s , without

a ny re a s on dis tinguis hing UNS  Ele ctric  from  UNS  Ga s  - othe r tha n it produce s  a  lowe r

a m ount.  The  bottom  line  is  tha t the  m e thod Mr.  S m ith  re com m e nde d for UNS  Ga s  is

re a s ona ble  for both  UNS  Ga s  a nd UNS  Ele c tric ,  it g ive s  the  prope r re s ult in  the  UNS

A.

12
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1 UNS E(0783)10704-10705 tha t this  wa s  e xpla ine d a nd tha t the  invoice  of $17,055 did not

have  a  ta sk number.2

3

4

5

6

In summa ry, I a gre e  with Ms. Dia z Corte z tha t the  tota l e xpe nse  of $49,920 wa s  the  corre ct

a mount of DS M outs ide  s e rvice s  e xpe nse  tha t should ha ve  be e n re move d from te s t ye a r

e xpe nse . We  re move d $32,865 of DS M outs ide  se rvice s  e xpe nse  in our origina l pro forma

a djus tme nt a nd I ha ve  propose d to re move  the  re ma ining $17,055 of DS M outs ide  e xpe nse

in my re butta l te s timony. Ms . Dia z Corte z is  incorre ct tha t the  full $49,920 re ma ins  to be

excluded from test yea r expense .

III. RES P ONS E TO RUCO WITNES S  RODNEY L. MOORE'S  S URREBUTTAL

TESTIMONY.

A. Pension and Benefits Adjustment (RUCO Adjustment No. 2).

Q- Mr. Dukes do you have any comments regarding Mr. Moore's position on his Pension

and Benefit adjustment?

7

8

9

10

11

12

13

14

15

16

17

18

19

2 0

2 1

2 2

23

2 4

2 5

2 6

2 7

provided that service to the customers benefit

Ye s . Mr.  Moore  is  a tte m pting  to  e xc lude  cos ts  he re  tha t a re  prim a rily re la te d  to  the

re cognition of e mploye e  se rvice , sa fe ty a ccomplishme nts  a nd othe r goa l a chie ve me nts  by

individua l or groups  of e mploye e s . As  I pre vious ly e xpla ine d, this  we ighting of e xpe nse s

by who be ne fits  the  m os t a nd the n e xc luding norm a l a nd re curring e xpe ns e s  is  a  ve ry

difficult me a sure  to a dminis te r. The  fa ct is  tha t the se  a re  re a sona ble  e xpe nse s  for a  utility

to  incur. An e m ploye e  who re a che s  the  m ile s tone  of twe nty-five  ye a rs  of s e rvice  ha s

in tha t the  cus tom e rs  be ne fit from  tha t

employees knowledge, expertise and experience on the job. Rewarding employees for good

service better enables UNS Electric to retain the best and the brightest employees so that

they can continue to provide this service to the customer's benefit. I believe the recognition

A.

18
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1

2

UNS E(0783)10704-10705 tha t this  wa s  e xpla ine d a nd tha t the  invoice  of $17,055 did not

have  a  task number.

3

4 In summa ry, I a gre e  with Ms. Dia z Corte z tha t the  tota l e xpe nse  of $49,920 wa s  the  corre ct

a mount of DS M outs ide  s e rvice s  e xpe nse  tha t should ha ve  be e n re move d from te s t ye a r

e xpe nse . We  re move d $32,865 of DS M outs ide  se rvice s  e xpe nse  in our origina l pro forma

adjus tment and I have  proposed to remove  the  rema ining $17,055 of DS M outs ide  expense

in my re butta l te s timony. Ms . Dia z Corte z is  incorre ct tha t the  full $49,920 re ma ins  to be

excluded from test yea r expense .

111. RES P ONS E TO RUCO WITNES S  RODNEY L. MOORE'S  S URREBUTTAL

TESTIMONY.

A. Pension and Benefits Adjustment (RUCO Adjustment No. 2).

Q.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

A.

M r . Du kes  d o  yo u  h ave  an y co mmen ts  reg a rd in g  Mr. Mo o re 's  p o s itio n  o n  h is  P en s io n

an d  Ben e fit ad ju s tmen t?

Ye s . Mr.  Moore  is  a tte m pting  to  e xc lude  cos ts  he re  tha t a re  prim a rily re la te d  to  the

re cognition of e mploye e  se rvice , sa fe ty a ccomplishme nts  a nd othe r goa l a chie ve me nts  by

individua l or groups  of e mploye e s . As  I pre vious ly e xpla ine d, this  we ighting of e xpe nse s

by who be ne fits  the  m os t a nd the n e xc luding norm a l a nd re curring e xpe ns e s  is  a  ve ry

difficult me a sure  to a dminis te r. The  fa ct is  tha t the se  a re  re a sona ble  e xpe nse s  for a  utility

to  incur. An e m ploye e  who re a che s  the  m ile s tone  of twe nty-five  ye a rs  of s e rvice  ha s

provide d tha t s e rvice  to the  cus tome rs  be ne fit .- in tha t the  cus tome rs  be ne fit from tha t

employees  knowledge , expe rtise  and expe rience  on the  job. Rewarding employees  for good

se rvice  be tte r e na ble s  UNS  Ele ctric to re ta in the  be s t a nd the  brighte s t e mploye e s  so tha t

the y ca n continue  to provide  this  se rvice  to the  cus tome r's  be ne fit. I be lie ve  the  re cognition

18

J
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1 UNS E(0783)10704-10705 tha t this  wa s  e xpla ine d a nd tha t the  invoice  of $17,055 did not

have  a  task number.2

3

4

5

6

In summa ry, I a gre e  with Ms. Dia z Corte z tha t the  tota l e xpe nse  of $49,920 wa s  the  corre ct

a mount of DS M outs ide  s e rvice s  e xpe nse  tha t should ha ve  be e n re move d from te s t ye a r

e xpe nse . We  re move d $32,865 of DS M outs ide  se rvice s  e xpe nse  in our origina l pro forma

adjus tment and I have  proposed to remove  the  rema ining $17,055 of DS M outs ide  expense

in my re butta l te s timony. Ms . Dia z Corte z is  incorre ct tha t the  full $49,920 re ma ins  to be

excluded from test yea r expense .

111. RES P ONS E TO RUCO WITNES S  RODNEY L. MOORE'S  S URREBUTTAL

TESTIMONY.

A. Pension and Benefits Adjustment (RUCO Adjustment No. 2).
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Q- Mr. Du kes  d o  yo u  h ave  an y co mmen ts  reg a rd in g  Mr. Mo o re 's  p o s itio n  o n  h is  P en s io n

an d  Ben e fit ad ju s tmen t?

Ye s . Mr.  Moore  is  a tte m pting  to  e xc lude  cos ts  he re  tha t a re  prim a rily re la te d  to  the

re cognition of e mploye e  se rvice , sa fe ty a ccomplishme nts  a nd othe r goa l a chie ve me nts  by

individua l or groups  of e mploye e s . As  I pre vious ly e xpla ine d, this  we ighting of e xpe nse s

by who be ne fits  the  m os t a nd the n e xcluding norm a l a nd re curring e xpe ns e s  is  a  ve ry

difficult me a sure  to a dminis te r. The  fa ct is  tha t the se  a re  re a sona ble  e xpe nse s  for a  utility

to  incur. An e m ploye e  who re a che s  the  m ile s tone  of twe nty-five  ye a rs  of s e rvice  ha s

provide d tha t s e rvice  to the  cus tome rs  be ne fit .... in tha t the  cus tome rs  be ne fit from tha t

employees  knowledge , expe rtise  and expe rience  on the  job. Rewarding employees  for good

se rvice  be tte r e na ble s  UNS  Ele ctric to re ta in the  be s t a nd the  brighte s t e mploye e s  so tha t

they can continue  to provide  this  se rvice  to die  cus tome r's  be ne fit. I be lie ve  the  re cognition

A.

1 8
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l UNS E(0783)10704-10705 tha t this  wa s  e xpla ine d a nd tha t the  invoice  of $17,055 did not

have  a  task number.2

3

4 In summa ry, I a gre e  with Ms. Dia z Corte z tha t the  tota l e xpe nse  of $49,920 wa s  the  corre ct

a mount of DS M outs ide  s e rvice s  e xpe nse  tha t should ha ve  be e n re move d from te s t ye a r

e xpe nse . We  re move d $32,865 of DS M outs ide  se rvice s  e xpe nse  in our origina l pro forma

adjus tment and I have  proposed to remove  the  rema ining $17,055 of DS M outs ide  expense

in my re butta l te s timony. Ms . Dia z Corte z is  incorre ct tha t the  full $49,920 re ma ins  to be

excluded from test yea r expense .

111. RES P ONS E TO RUCO WITNES S  RODNEY L. MOORE'S  S URREBUTTAL

TESTIMONY.

A. Pension and Benefits Adjustment (RUCO Adjustment No. 2).
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Mr. Dukes do you have any comments regarding Mr. Moore's position on his Pension

and Benefit adjustment?

Ye s . Mr.  Moore  is  a tte m pting  to  e xc lude  cos ts  he re  tha t a re  prim a rily re la te d  to  the

re cognition of e mploye e  se rvice , sa fe ty a ccomplishme nts  a nd othe r goa l a chie ve me nts  by

individua l or groups  of e mploye e s . As  I pre vious ly e xpla ine d, this  we ighting of e xpe nse s

by who be ne fits  the  m os t a nd the n e xcluding norm a l a nd re curring e xpe ns e s  is  a  ve ry

difficult me a sure  to a dminis te r. The  fa ct is  tha t the se  a re  re a sona ble  e xpe nse s  for a  utility

to  incur. An e m ploye e  who re a che s  the  m ile s tone  of twe nty-tive  ye a rs  of s e rvice  ha s

provide d tha t s e rvice  to the  cus tom e rs  be ne fit - in tha t the  cus tom e rs  be ne fit from  tha t

employees  knowledge , expe rtise  and expe rience  on the  job. Rewarding employees  for good

se rvice  be tte r e na ble s  UNS  Ele ctric to re ta in the  be s t a nd the  brighte s t e mploye e s  so tha t

they can continue to provide  this  se rvice  to the  cus tomer's  bene fit. I be lieve  the  recognition

1 8
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1

2

of e mploye e s  a nd the  re wa rding of e mploye e s  on a  norma l a nd re curring ba s is  is  be ne ficia l

to  cus tom e rs  a nd  is  a  norm a l a nd  re curring  e xpe ns e  tha t s hould  be  e ncoura ge d  a nd

re cognize d. It should not be  e xclude d from cos t of se rvice .3

4

B. Incentive Compensation (RUCO Adjustment No. 4).

Q. Has Mr. Moore addressed his adjustment for Incentive Compensation in his

Surrebuttal testimony?

Ye s . Mr. Moore  continue s  to de fe nd his  pos ition of e lim ina ting ince ntive  com pe ns a tion

expense  from the  test year.
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Q. Do  yo u  h ave  an y ad d itio n a l co mmen ts  ab o u t Mr. Mo o re 's  p o s itio n ?

Ye s . I ha ve  a ddre s se d Mr. Moore 's  a rgume nts  pre vious ly in my Re butta l Te s timony, a nd

e a rlie r in my Re joinde r Te s timony a bove . Howe ve r, I would like  to a ddre s s  a  fe w of his

points . F irs t,  Mr.  Moore  is  a rgu ing  tha t the  P EP  wa s  no t e ve n  a wa rde d  in  2005  a nd

the re fore  no recove ry should be  a llowed. Tha t ignores  the  fact tha t ha lf of the  P EP  expense

in the  te s t ye a r is  re la te d to the  2006 pla n (be ca use  the  te s t ye a r e nde d on J une  30, 2006),

The  fa ct is  the  UNS  Ele ctric Boa rd of Dire ctors  a pprove d the  pla n itse lf, the  me a sure s , the

goa ls  a nd the  pa yout of the  P EP  progra m. The  Boa rd wa s  the  e ntity tha t re cognize d the

achievements  of the  employees  in 2005 toward the  P EP  measures  and awarded the  payout,

de s p ite  no t m e e ting  a n  in itia l funding  th re s hold  m e a s ure . The  Boa rd s ubs e que ntly

e limina te d this  me a s ure  going forwa rd. But the  pa yme nts  we re  a ctua lly ma de  a nd ha ve

been made  eve ry yea r a t va rying leve ls , but some  leve l of va riable  pay has  been made . S o

the  payments  a re  normal and recurring.

Secondly, Mr. Moore is arguing against the use of an historical average to arrive at an

adequate recurring level of incentive compensation expense based on strict adherence to

A.

A.
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1

2

E. Injuries and Damages Expense (Staff Adjustment C-6).

3

4

Q. Do you agree with Mr. Smith's adjustment to Injuries and Damages Expense?

Ye s  a nd No. Mr. S mith ha s  us e d a  s imple  thre e  ye a r a ve ra ge  of FERC a ccount 925 to

ca lcula te  wha t he  be lie ve s  to be  a  "norma lize d" le ve l of injurie s  a nd da ma ge s  e xpe nse .

The  pre s um ption in  s uch a n a djus tm e nt is  tha t the  te s t ye a r a m ount doe s  not re fle c t

norma l a nd re curring le ve ls . A p rob le m  with  Mr.  S m ith 's  a pproa c h  is  tha t the  va s t

ma jority of injurie s  a nd da ma ge s  e xpe nse  is  dire ctly re la te d to insura nce  pre miums  a nd

wa ge s . Both fa ctors  a re  ve ry norma l a nd ve ry le cturing e xpe ns e s  tha t do not fluctua te

wildly from  ye a r to  ye a r.  On the  contra ry,  the y te nd to  incre a s e  ye a r a fte r ye a r.  The

re a lity is  tha t the se  pa rticula r e xpe nse s  ha ve  incre a se d s ignifica ntly s ince  2004 a nd it is

unre a sona ble  to use  a  thre e -ye a r his torica l a ve ra ge  to se t the  prospe ctive  a mount to be

recove red through ra te s  for the  entire  portion of FERC account 925.
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UNS  E le c tric 's  te s t-ye a r e xpe ns e  cha rge d  to  the  e xpe nd itu re  type  ge ne ra l lia b ility

ins ura nce  wa s  $156,480 which wa s  a  9% incre a s e  ove r the  cos t in 2004. Howe ve r, the

cos t wa s  $163,380 for the  ca le nda r ye a r 2006, a  4% incre a se  ove r the  te s t ye a r. The se

incre a se s  we re  drive n by incre a se s  in insura nce  pre miums . By a ve ra ging the  la s t thre e

ye a rs  ge ne ra l lia bility e xpe ns e s  Mr. S mith ha s  only ins ure d tha t the  Compa ny will not

come  close  to re cove ring the  a ctua l cos t tha t will be  incurre d. The  informa tion on ge ne ra l

liability expense  is  provided a s  Exhibit DJ D-2 .

The test-year expense charged to the expenditure type Officers' & Directors' liability

insurance expense of UNSE was $106,353. This is a 300% increase over the cost in 2004.

But that dramatic increase was caused by the fact that this coverage was not allocated to

UNSE in 2004 and only partially in 2005. The calendar year 2006 expense was $109,089

and the twelve months ending June 2007 was $116,539. The test-year costs reflect the

A.

4
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DID-2



Eldllbit DJD-2

UNS ELECTRIC, INC.

FERG 925 ¢ INSURANCE EXPENSE

me 6/30/0`l
Tut Your

me sra0:0s TME 12/31/06 THE 12131105 me 12/31/04

General Liability Insurance 5169.175 $156,480 $163,380 $149,504 $143,464

Test Year increase over 2004 9%

Calenderyear 2006 Increase over testyear 4%

Officers a Dlrsctors Insurance s116,539 $108,353 $109,088 $52,128 $28,594

Test Year increase over 2004 300%

Page 1 of 1 ans/2007 1:25 PM
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1

2

E. Injuries and Damages Expense (Staff Adjustment C-6).

3

4

Q . Do you agree with Mr. Smith's adjustment to Injuries and Damages Expense?

Ye s  a nd No. Mr. S mith ha s  us e d a  s imple  thre e  ye a r a ve ra ge  of FERC a ccount 925 to

ca lcula te  wha t he  be lie ve s  to be  a  "norma lize d" le ve l of injurie s  a nd da ma ge s  e xpe nse .

The  pre s um ption in  s uch a n a djus tm e nt is  tha t the  te s t ye a r a m ount doe s  not re fle c t

norm a l a nd re curring le ve ls . A p rob le m  with  Mr.  S m ith 's  a pp roa c h  is  tha t the  va s t

ma jority of injurie s  a nd da ma ge s  e xpe nse  is  dire ctly re la te d to insura nce  pre miums  a nd

wa ge s . Both fa ctors  a re  ve ry norma l a nd ve ry re curring e xpe ns e s  tha t do not fluctua te

wildly from  ye a r to  ye a r.  On the  contra ry,  the y te nd to  incre a s e  ye a r a fte r ye a r.  The

re a lity is  tha t the se  pa rticula r e xpe nse s  ha ve  incre a se d s ignifica ntly s ince  2004 a nd it is

unre a s ona ble  to us e  a  dire -ye a r his torica l a ve ra ge  to s e t the  pros pe ctive  a mount to be

recove red through ra te s  for the  entire  portion of FERC account 925.
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UNS  E le c tric 's  te s t-ye a r e xpe ns e  c ha rge d  to  the  e xpe nd itu re  type  ge ne ra l lia b ility

ins ura nce  wa s  $156,480 which wa s  a  9% incre a s e  ove r the  cos t in 2004. Howe ve r, the

cos t wa s  $163,380 for the  ca le nda r ye a r 2006, a  4% incre a se  ove r the  te s t ye a r. The se

incre a se s  we re  drive n by incre a se s  in insura nce  pre miums . By a ve ra ging the  la s t thre e

ye a rs  ge ne ra l lia bility e xpe ns e s  Mr. S m ith ha s  only ins ure d tha t the  Com pa ny will not

come  close  to re cove ring the  a ctua l cos t tha t will be  incurre d. The  informa tion on ge ne ra l

lia bility e xpe nse  is  provide d a s  Exhibit DJ D-2.

The test-year expense charged to the expenditure type Officers' & Directors' liability

insurance expense of UNSE was $106,353. This is a 300% increase over the cost in 2004.

But that dramatic increase was caused by the fact that this coverage was not allocated to

UNSE in 2004 and only partially in 2005. The calendar year 2006 expense was $109,089

and the twelve months ending June 2007 was $116,539. The test-year costs reflect the

4
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I

2

3

pre miums a nd the  cos t a lloca tions  in pla ce  pre se ntly a nd to use  a  thre e  ye a r a ve ra ge  only

gua ra nte e s  unde r re cove ry of the s e  cos ts . The  inform a tion on Office rs ' a nd Dire ctors '

insurance  expense  is  provided a s  Exhibit DJ D-2.

4

Mr.  S m ith  d id  no t d is pu te  the  re a s ona b le ne s s  o f the  O ffic e rs '  & Dire c to rs '  lia b ility

insura nce  pre miums  the mse lve s  or the  a mount of cos ts  be ing a lloca te d to UNS  Ele ctric.

He  did howe ve r comme nt on his  be lie f tha t the  mone ta ry be ne fit of the  insura nce  flowe d

to the  sha re holde rs  a nd a s  such Mr. S mith indica te s  tha t the  cos t should be  incurre d by

s ha re holde rs  a nd ra te pa ye rs  a like . dis a gre e  with  tha t a rgum e nt com ple te ly,  the s e

insura nce  pre miums a re  norma l a nd re curring cos t of doing bus ine ss  in toda y's  world a nd

do not be ne fit the  sha re holde rs . This  type  of cove ra ge  is  a bsolute ly ne ce ssa ry to a ttra ct

a nd  re ta in  O ffice rs  a nd  Dire c tors . No  one  d is pu te s  th is  a s  be ing  a n  unre a s ona b le

e xpe ns e , nor is  the  s pe cific  a mount be ing cha lle nge d a s  e xce s s ive . Thus , this  s pe cific

amount should be  recove red.

I

Q. Your response to the question was yes and no, what portion of Mr. Smith's

adjustment do you agree with?
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Another significant portion of the test-year injuries and damages expense is workers'

compensation expense. The Company is self insured up to $500,000 on any individual

claim. Therefore, that particular area ofexpensecan fluctuate from year to year. It does

appear that the test-year amount of $173,456 is abnormally high due to the timing of

when activity was actually expensed. So I agree with Mr. Smith's approach of using a

three year average of the accrual based expense for worker's compensation. That would

mean a reduction in the Company's test year injuries and damages expense of $79,978

($173,456 minus $93,478).

A.

5
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1 E. Injuries and Damages Expense (Staff Adjustment C-6).

2

3

4

Q- Do you agree with Mr. Smith's adjustment to Injuries and Damages Expense?

5

6

Ye s  a nd No. Mr. S mith ha s  us e d a  s imple  thre e  ye a r a ve ra ge  of FERC a ccount 925 to

ca lcula te  wha t he  be lie ve s  to be  a  "norma lize d" le ve l of injurie s  a nd da ma ge s  e xpe nse .

The  pre s um ption in  s uch a n a djus tm e nt is  tha t the  te s t ye a r a m ount doe s  not re fle c t

norm a l a nd re curring le ve ls . A p rob le m  with  Mr.  S m ith 's  a pproa c h  is  tha t the  va s t

ma jority of injurie s  a nd da ma ge s  e xpe nse  is  dire ctly re la te d to insura nce  pre miums  a nd

wa ge s . Both fa ctors  a re  ve ry norma l a nd ve ry re curring e xpe ns e s  tha t do not fluctua te

wild ly from  ye a r to  ye a r. On the  contra ry, the y te nd to incre a s e  ye a r a fte r ye a r. The

re a lity is  tha t the se  pa rticula r e xpe nse s  ha ve  incre a se d s ignifica ntly s ince  2004 a nd it is

unre a sona ble  to use  a  thre e -ye a r his torica l a ve ra ge  to se t the  prospe ctive  a mount to be

recove red through ra te s  for the  entire  portion of FERC account 925.
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UNS  Ele ctric 's  te s t-ye a r e xpe ns e  cha rge d to the  e xpe nditure  type  ge ne ra l lia bility

insurance  was  $156,480 which was  a  9% increase  over the  cos t in 2004. However, the

cos t was  $163,380 for the  ca lendar year 2006, a  4% increase  over the  tes t year. These

increases  were  driven by increases  in insurance  premiums . By averaging the  las t three

yea rs  gene ra l liability expens es  Mr. Smith has  only ins ured tha t the  Company will not

come close to recovering the actual cos t that will be  incurred. The information on general

liability expense  is  provided as  Exhibit DJD-2.

The  te s t-ye a r e xpe ns e  cha rge d to the  e xpe nditure  type  Office rs ' & Dire ctors ' lia bility

insurance expense of UNSE was $106,353. This  is  a 300% increase over the cost in 2004.

But that dramatic increase was  caused by the fact that this  coverage was  not a llocated to

UNSE in 2004 and only partia lly in 2005. The calendar year 2006 expense was  $109,089

and the  twelve  months  ending June  2007 was  $116,539. The  tes t-year cos ts  re flect the

A.

4
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1

2

pre miums a nd the  cos t a lloca tions  in pla ce  pre se ntly a nd to use  a  thre e  ye a r a ve ra ge  only

gua ra nte e s  unde r re cove ry of the s e  cos ts . The  informa tion on Office rs ' a nd Dire ctors '

insurance  expense  is  provided a s  Exhibit DJ D-2.3

4

Mr.  S m ith  d id  no t d is pu te  the  re a s ona b le ne s s  o f the  O ffic e rs '  & Dire c to rs '  lia b ility

insura nce  pre miums  the mse lve s  or the  a mount of cos ts  be ing a lloca te d to UNS  Ele ctric.

He  did howe ve r comme nt on his  be lie f tha t the  mone ta ry be ne fit of the  insura nce  flowe d

to the  sha re holde rs  a nd a s  such Mr. S mith indica te s  tha t the  cos t should be  incurre d by

s ha re holde rs  a nd ra te pa ye rs  a like . I d is a gre e  with  tha t a rgum e nt com ple te ly,  the s e

insura nce  pre miums a re  norma l a nd re curring cos t of doing bus ine ss  in toda y's  world a nd

do not be ne fit the  sha re holde rs . This  type  of cove ra ge  is  a bsolute ly ne ce ssa ry to a ttra ct

a nd re ta in  Office rs  a nd  Dire c tors . No  one  d is pu te s  th is  a s  be ing  a n  unre a s ona b le

e xpe ns e , nor is  the  s pe cific  a mount be ing cha lle nge d a s  e xce s s ive . Thus , this  s pe cific

amount should be  recove red.

Q, Your response to the question was yes and no, what portion of Mr. Smith's

adjustment do you agree with?
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A. Another significant portion of the test-year injuries and damages expense is workers'

compensation expense. The Company is self insured up to $500,000 on any individual

claim. Therefore, that particular area of expense can fluctuate from year to year. It does

appear that the test-year amount of $173,456 is abnormally high due to the timing of

when activity was actually expensed. So I agree with Mr. Smith's approach of using a

three year average of the accrual based expense for worker's compensation. That would

mean a reduction in the Company's test year injuries and damages expense of $79,978

($l73,456 minus $93,478).

5
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EXHIBIT

DJ D-8



UNS ELECTRIC, INC.

FERC 925 ACTIVITY
ExhlbI! DJD-8

Page 2 of 2

TME 6/30/07

Test Year

TME6/30m6 TME 12131/06 TME 12/31/05 TME 12/31/04

50000 Wages 0925 Injures & Damag

50010 Vacation & Sick 0925 Injuries a Damag

50250 Workers' Compen 0925 Injun'es & Damag

51500 Materials & Sup 0925 Injuries & Daman

52000 Outside Servloe 0925 Injuries & Damag

52020 Outside Sam-Co 0925 Injuries & Damag

52100 Outside Service 0925 Injuries B. Damag

55000 Transportation 0925 Injuries & Daman

56000 Facilities Rent 0925 Injuries 8. Daman

78000 Officers 8- Dire 0925 Injuries & Daman

78010 General LlabIII 0925 Injuries & Daman

78040 Workers' Compen 0925 Injuries & Daman

7B100 Injuries & Dama D925 Injuries & Daman

79010 Travel D925 Injuries & Daman

79070 Printing & Mail 0925 Injuries 8- Daman

79120 Postage 0925 Injuries & Damag

79200 Other A&G Expert 0925 Injuries & Dar rag

79300 A8-G Expense Tra 0925 Injuries a Daman

$30,000.19

$0.00

520,710.62

(538000)

$0.00

$14,803.70

s0.00

$103.71

$86081

3138,852.00

$221,929.49

$15,294.59

517,888.81

$0.00

$0.00

$0.00

$0.00

$1.95

542,228.58

$0.00

$3,593.23

$77848.94

$0.00

310,670.09

$7,392.70

$165.65

$862.52

$1201071.83

sz0a.s27.s0

$15,294.59

($7,824.B8)

$406.83

$0.00

s0.00

$0.00

53.73

$49,669.25

$0.00

$12,803.12

(5713.73)

50.00

513,266.79

$498.00

$207.48

$778.65

5130,329.56

$202,092.70

$81,037.33

$10,063.93

$406.83

$0.00

s o o n

s0.00

$0.35

512,250.13

$0.00

$11.443.99

$13,157.10

so.o0

$1,681.50

$17,549.22

$134.75

$524.60

$88,604.79

$180,051.76

831.579.70

$0.00

$0.00

$0.00

$0.00

s0.0o

$4.74

$9,888.49

5395.31

516,187.54

se,117.29

$780.50

$581.63

510.876.67

81.692.18

$393.62

$22,032.32

s1s9.so4.sa

5113,266.73

<s1 ,228.llll)

$0.00

s0.oo

$0.00

s0.00

$0.00

04-08 Average

$75,294.59

$520,065.87 S464,241.71 5500,440.26 $356,992.28 $352,589.04

78000 Officers & Dire 0925 Injuries H. Daman

2004

522.03232

200412005 A

$66,572.47

2005/2006 A

$41 _T24_77

1. 2004 amount low because ailocalion lo UNSE did not star! until July 2004 using invoice for AEGIS

2. zoos amount increase - 1) full year amount , 2) additional invoice added in Jul 05 lo the allocation for ElM (Energy Insurance Mutual) lot a total
increase of $29,227,941 3) % amount to be allocated to UNSE Increased from 7.71% to 8.13% - (Three Factor Mass Formula being used)

3. 2006 amount increase due to increase In Insurance premiums and Increase in %' to UNSE through Mass formula (from 8.13% to 8.86%)

Page 1 of 1 8/28/2007 9:49 AM
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1

2

3

4

twe lve  month pe riod. The  a dditiona l purcha s e s  we re  ma de  via  the  Compa ny's  P ro-Ca rd

and we re  not used in tha t eva lua tion because  it take s  additiona l time  and re sea rch to obta in

the  a mount of ga llons  purcha se d informa tion. The  a ctua l Fle e t Fue l e xpe nse  for the  twe lve

m onths  e nde d J une  2007 wa s  $599,075 a s  s hown on Exhibit DJ D-7. The  a m ount the

Compa ny propose d in its  Re butta l filing a nd a cce pte d by RUCO of $605,498 re ma ins  the

Compa ny's  re comme nde d le ve l of fle e t fue l e xpe nse . Tha t re pre se nts  $2.82 pe r ga llon

the  agreed-upon weighted average  cost .- times 214,716 ga llons.

B. Normalized Injuries and Damages Expense (Staff Adjustment C-6).

Q- Has Mr. Smith addressed his adjustment for Injuries and Damages expense in his

5
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S u rreb u tta l te s timo n y?

Ye s . Mr. S m ith  continue s  to  s upport a  s im ple  thre e -ye a r a ve ra ge  of the  e ntire  FERC

Account 925, with the  inte ntion of providing a  pro forma  e xpe ns e  le ve l of $403,340. As

s ta te d  in  m y Re butta l Te s tim ony, I d is a gre e  with  th is  pos ition  be ca us e  it s ignifica ntly

unde rs ta te s  the  norma l a nd re curring le ve ls  of e xpe nse . The  ye a rs  2004 through 2005 a re

not re fle ctive  of curre nt e xpe nse  le ve ls  for ge ne ra l lia bility insura nce  e xpe nse  a nd Office rs

a nd Dire ctors  lia bility ins ura nce  e xpe ns e . I s howe d in my Re butta l Te s timony how the s e

e xpe ns e s  incre a s e d be ca us e  of incre a s e s  in ins ura nce  pre miums , a nd tha t Office rs  a nd

Dire ctors  lia bility insura nce  e xpe nse  be coming fully a lloca te d to UNS  Ele ctric. These  a re

the  known a nd a ctua l cos ts  for the s e  e xpe ns e s , which a re  re a s ona ble  e xpe ns e s  for the

Compa ny to incur. Re ga rding worke rs  compe ns a tion e xpe ns e , I a gre e d tha t a  re duction

wa s  a ppropria te  to re fle ct norma l a nd re curring e xpe nse . Mr. S mith's  proposa l for a  thre e -

year average of the  e ntire  FERC Account is  not wa rra nte d a nd will not a ccura te ly re fle ct

the se  cos ts  going forwa rd. As  I de scribe  be low, tha t re duction should ha ve  be e n $98,161 .

I am making tha t change  in my Re joinde r Tes timony.

A.

2
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1

2

3

4

5

Mr. S mith is  propos ing a  re duction to the  te s t ye a r of $159,063 to re duce  it to the  thre e -

ye a r a ve ra ge . But Mr. S mith's  a pplica tion is  fa ulty for s e ve ra l re a sons . Firs t, be ca use  he

a pplie s  this  a djus tme nt to the  Compa ny's  a djus te d a mounts  to a rrive  a t his  a djus te d te s t-

ye a r ope ra ting income . Be ca use  he  s ta rts  with the  Compa ny's  a djus te d te s t-ye a r e xpe nse s ,

he  is  a ctua lly re comme nding a  re duction in te s t-ye a r a ctivity of $222,315 a nd a n e nding

e xpe nse  le ve l of only $340,088. The  Compa ny's  a djus te d te s t-ye a r le ve l a lre a dy include d a

re duction of $63,252 to FERC Account 925 to a djus t worke r's  compe nsa tion e xpe nse  to a

ca sh ba s is . Mr. S mith would ne e d to re ve rse  tha t a djus tme nt firs t to a ccura te ly re fle ct his

intent to reduce  te s t-yea r a ctivity.
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S e cond,  in  h is  S urre butta l Te s tim ony,  Mr.  S m ith  us e s  workpa pe r UNS E(0783)l0737 -

a tta che d to  m y Te s tim ony a s  Exhibit DJ D-8 - to  s upport this  ove ra ll a ve ra ge  le ve l.  He

po in ts  ou t tha t the  e xpe ns e  le ve l fo r the  twe lve  m onths  e nde d  J une  2007  fo r F E RC

Account 925 is  $398,032 a nd is  the re fore  supportive  of his  sugge s te d pro forma  e xpe nse .

Howe ve r, he  ove rlooks  the  fa c t tha t the  twe lve  m onths  e nding J une  2007 ha s  ne ga tive

worke r's  compe nsa tion e xpe nse  re corde d in the  a mount of ($46,740). Obvious ly, it is  not

rea lis tic to expect worke r's  compensa tion expense  to be  nega tive  on a  norma l and recurring

ba s is . This  ne ga tive  a mount is  a s  a  re s ult of the  ove r-a ccrua l of worke r's  compe ns a tion

e xp e n s e  with in  th e  te s t  ye a r.  l a g re e d  with  Mr.  S m ith  o n  th is  p o in t in  m y R e b u tta l

Te s timony. Be c a u s e  th e  a c c ru a ls  we re  to o  la rg e  in  th e  te s t  ye a r ,  th e  wo rke r ' s

compe nsa tion lia bility a ccount wa s  ove rs ta te d a nd thus  wa s  a djus te d in the  following ye a r

by re ducing worke r's  compe nsa tion e xpe nse .

Fina lly, P a ge  2 of Exhibit DJ D-8 a tta che d to my Re joinde r Te s timony provide s  a dditiona l

a na lys is  a nd  s upport fo r m y re v is e d  pro  form a  a d jus tm e nt fo r In jurie s  a nd  Da m a ge s

e xpe ns e . As  you ca n s e e , if you re pla ce  the  worke r's  compe ns a tion e xpe ns e  le ve l in the

twe lve  months  e nde d J une  2007 with a  norma lize d le ve l of e xpe nse  of $75,295 - ba se d on

3
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sa fe ty. The  goa ls  of fina ncia l pe rforma nce  a nd ope ra tiona l cos t conta inme nt e ns ure

employees  a re  focused on the  bottom line  and encourage  employees  to manage  cos ts  tha t

they can control by ga ining e fficiencie s  or by rea lizing s yne rgie s . The  goa ls  a re  meas ured

throughout the  yea r and the  fina l payment to employees  is  de te rmined bas ed on yea r-end

re s ults . P a yme nts  a re  ma de  to e mploye e s  e ithe r la te  in the  firs t qua rte r or e a rly in the

s econd qua rte r of the  following yea r.

The  adjus tment is  ca lcula ted by taking the  average  of the  incentive  compensa tion expense

for the  pa s t two yea rs  and adjus ting the  amount re fle cted in te s t yea r ope ra ting expens e s

to tha t le ve l. S ince  the  ince ntive  compe ns a tion pa yme nts  a re  s ubje ct to pa yroll ta xe s , a

portion of the  adjus tment re flects  the  incrementa l e ffect of payroll taxes  the reon.

Please explain the Rate Case Expense adjustment.

The Rate Case Expense adjustment addresses the outside costs already incurred and

expected to be incurred in connection with this rate case. This amount is an estimate of

the anticipated final cost and will be updated before this proceeding concludes. The

adjustment amortizes the balance to expense over three years. This is the approximate

time period between when UNS Electric filed this rate case and when the next rate case

will likely occur.

Please explain the Bad Debt Expense adjustment.
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22 A.
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27

Bad debt expense is adjusted to a level reflective of final, pro forma weather-normalized,

customer-annualized test year operating revenues, and the average percentage of actual

account write-offs experienced during the past two years. This method of calculating bad

debt expense is consistent with past Commission accepted practice.

9
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1 Q. Please further explain the PEP and some of the benefits to customers, the Company

2

3 A.

4

and  to  employees .

A more  a ccura te  de s cription of tha t progra m would be  "a  portion of a n individua l's  fa ir

a n d  re a s o n a b le  c o m p e n s a tio n  p u t "a t  ris k" to  e n c o u ra g e  a n d  e n h a n c e  g ro u p  a n d

individua l pe rforma nce ". The  a t-risk compe nsa tion portion is  use d on a n individua l ba s is

to  re wa rd  s pe c ific  pe rform a nce  a nd provide s  m a na ge m e nt with  a n  a dditiona l tool to

e ncoura ge  furthe r cos t s a vings ,  m otiva te  individua ls  a nd to  e ncoura ge  e m ploye e s  to

impa ct goa ls .
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P EP  is  a t-risk compensa tion because  the re  a re no gua ra nte e s  to individua l e mploye e s  tha t

pa yme nt will be  ma de , on a  Compa ny wide  ba s is  a  pa yout be twe e n 50-150% is  norma l

a nd re curring, The  Compa ny's  compe nsa tion philosophy is  to pa y a t a pproxima te ly 50%

of m a rke t ra te  for its  e m ploye e s . In  be nchm a rking s tudie s  conducte d by a n outs ide

consulting firm, non-union pos itions  a ctua l tota l average ca sh compe nsa tion (inclus ive  of

ince ntive s ) wa s  11% be low 50% of m a rke t (or a t 39% of m a rke t) a t UNS  Ele c tric ,  a s

Confide ntia l Exhibit DJ D-3. The re fore , the  ove ra ll a ve ra ge  P EP  la youts  a re  a n inte gra l

pa rt of the  reasonable  compensa tion necessa ry to a ttract and re ta in employees.

If the  P EP  program is  e limina ted, the re  would be  cons ide rable  increa sed pre ssure  on base

com pe ns a tion. Em ploye e  ba s e  com pe ns a tion would e ve ntua lly ha ve  to  be  incre a s e d

towa rd m a rke t to  a llow the  Com pa ny to  com pe te  in  a ttra c ting a nd re ta ining a  s kille d

workforce . It is  not re a sona ble  to a ssume  tha t the  Compa ny would be  a ble  to continue  to

a ttra ct e mploye e s  a t compe nsa tion ra te s  we ll be low the  ma rke t me dia n, without the  P EP .

Furthe rmore , to s tay compe titive  in a ttra cting and re ta ining employees , the  marke t is  such

th a t p e rfo rm a n c e -b a s e d ,  lu m p  s u m  c a s h  a wa rd s  a re  s ta n d a rd  p ra c tic e  a t  7 9 %  o f

compa nie s  toda y. S o, S ta ffs  re comme nda tion will drive  ba s e  compe ns a tion upwa rd s o

tha t little  to no compensa tion is  va riable  or a t risk.
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1

2

Q. Please further explain the PEP and some of the benefits to customers, the Company

3 A.

4

5

6

a nd  to  e m ploye e s .

A m ore  a c c ura te  de s c rip tion  o f tha t p rogra m  would  be  "a  portion  o f a n  ind ividua l's  fa ir

a n d  re a s o n a b le  c o m p e n s a tio n  p u t "a t r is k" to  e n c o u ra g e  a n d  e n h a n c e  g ro u p  a n d

individua l pe rform a nce ". The  a t-ris k com pe ns a tion  portion  is  us e d on a n  individua l ba s is

to  re wa rd  s p e c ific  p e rfo rm a n c e  a n d  p ro vid e s  m a n a g e m e n t with  a n  a d d itio n a l to o l to

e n c o u ra g e  fu rth e r c o s t s a vin g s , m o tiva te  in d ivid u a ls  a n d  to  e n c o u ra g e  e m p lo ye e s  to

im pa ct goa ls .
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PEP is at-risk compensation because there are no guarantees to individual employees that

payment will be made, on a Company wide basis a payout between 50-150% is normal

and recuning. The Company's compensation philosophy is to pay at approximately 50%

of market rate for its employees. In benchmarking studies conducted by an outside

consulting firm, non-union positions actual total average cash compensation (inclusive of

incentives) was 11% below 50% of market (or at 39% of market) at UNS Electric, as

Confidential Exhibit DJD-3. Therefore, the overall average PEP layouts are an integral

part of the reasonable compensation necessary to attract and retain employees.

If the PEP program is eliminated, there would be considerable increased pressure on base

compensation. Employee base compensation would eventually have to be increased

toward market to allow the Company to compete in attracting and retaining a skilled

workforce. It is not reasonable to assume that the Company would be able to continue to

attract employees at compensation rates well below the market median, without the PEP.

Funhennore, to stay competitive in attracting and retaining employees, the market is such

that performance-based, lump sum cash awards are standard practice at 79% of

companies today. So, Staffs recommendation will drive base compensation upward so

that little to no compensation is variable or at risk.
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1 Q.

2

3 A.

4

5

6

7

Pleas e further explain the PEP and s ome of the benefits  to cus tomers , the Company

and to employees .

A more  accura te  description of tha t program would be  "a  portion of an individua l's  fa ir

a nd re a s ona ble  compe ns a tion put "a t ris k" to e ncoura ge  a nd e nha nce  group a nd

individual performance". The  a t-risk compensation portion is  used on an individual basis

to re wa rd spe cific pe rforma nce  a nd provide s  ma na ge me nt with a n a dditiona l tool to

encourage  furthe r cos t savings , motiva te  individua ls  and to encourage  employees  to

impact goals.8
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PEP is a t-risk compensation because there are no guarantees to individual employees that

payment will be  made , on a  Company wide  basis  a  payout be tween 50-150% is  normal

and recurring. The Company's  compensation philosophy is  to pay a t approximate ly 50%

of ma rke t ra te  for its  e mploye e s . In benchmarking s tudie s  conducted by an outs ide

consulting firm, non-union positions actual tota l average cash compensation (inclusive  of

ince ntive s ) wa s  11% be low 50% of ma rke t (or a t 39% of ma rke t) a t UNS Ele ctric, a s

Confidentia l Exhibit DJD-3. The re fore , the  ove ra ll average PEP layouts  a re  an integra l

part of the reasonable compensation necessary to attract and retain employees.

If the PEP program is eliminated, there would be considerable increased pressure on base

compensa tion. Employee  base  compensa tion would eventua lly have  to be  increased

towa rd ma rke t to a llow the  Compa ny to compe te  in a ttra cting a nd re ta ining a  skille d

workforce. It is  not reasonable  to assume that the Company would be able  to continue to

attract employees at compensation rates well below the market median, without the PEP.

Furthermore, to stay competitive in attracting and retaining employees, the market is such

tha t pe rforma nce -ba s e d, lump s um ca s h a wa rds  a re  s ta nda rd pra ctice  a t 79% of

companies  today. So, S ta ffs  recommendation will drive  base  compensa tion upward so

that little  to no compensation is  variable  or a t risk.
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2

Q. Please further explain the PEP and some of the benefits to customers, the Company

3 A.

4

5

6

a n d  to  e m p lo ye e s .

A m o re  a c c u ra te  d e s c rip tio n  o f th a t p ro g ra m  wo u ld  b e  "a  p o rtio n  o f a n  in d ivid u a l's  fa ir

a n d  re a s o n a b le  c o m p e n s a t io n  p u t  "a t  r is k " to  e n c o u ra g e  a n d  e n h a n c e  g ro u p  a n d

in d ivid u a l p e rfo rm a n c e ".  Th e  a t-ris k c o m p e n s a tio n  p o rtio n  is  u s e d  o n  a n  in d ivid u a l b a s is

to  re wa rd  s p e c ific  p e rfo rm a n c e  a n d  p ro vid e s  m a n a g e m e n t with  a n  a d d it io n a l to o l to

e n c o u ra g e  fu rth e r c o s t  s a vin g s ,  m o tiva te  in d ivid u a ls  a n d  to  e n c o u ra g e  e m p lo ye e s  to

im pa c t goa ls .
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PEP is at-risk compensation because there are no guarantees to individual employees that

payment will be made, on a Company wide basis a payout between 50-150% is normal

and recurring. The Company's compensation philosophy is to pay at approximately 50%

of market rate for its employees. In benchmarking studies conducted by an outside

consulting firm, non-union positions actual total average cash compensation (inclusive of

incentives) was 11% below 50% of market (or at 39% of market) at UNS Electric, as

Confidential Exhibit DJD-3. Therefore, the overall average PEP layouts are an integral

part of the reasonable compensation necessary to attract and retain employees.

If the PEP program is eliminated, there would be considerable increased pressure on base

compensation. Employee base compensation would eventually have to be increased

toward market to allow the Company to compete in attracting and retaining a skilled

workforce. It is not reasonable to assume that the Company would be able to continue to

attract employees at compensation rates well below the market median, without the PEP.

Furthermore, to stay competitive in attracting and retaining employees, the market is such

that performance-based, lump sum cash awards are standard practice at 79% of

companies today. So, Staffs recommendation will drive base compensation upward so

that little to no compensation is variable or at risk.
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1 Q.

2

Are  th ere  ad van tag es  to  th e  PEP vers u s  ju s t p ayin g  b as e  co mp en s a tio n ?

From  the  Com pa ny's  a nd the  cus tom e rs ' pe rs pe ctive s , the re  a re  m a ny a dva nta ge s  to

us ing a  progra m like  P EP , ra the r tha n jus t pa ying me dia n ma rke t wa ge s  a s  non-va ria ble

ba se  compe nsa tion. The  m os t d ire c t s a vings  re s ult be ca us e  P EP  is  not pa rt of ba s e

com pe ns a tion ,  the re fore  e m ploye e  cos ts  s uch  a s  va ca tion  pa y,  s ick pa y,  long  te rm

dis a bility, 401K ma tching, pe ns ion e xpe ns e  a nd othe r pos t-re tire me nt be ne fits  tha t a re

ba se d on ba se  pa y a re  a ll re duce d. The  impa ct of re duce d compounding wa ge  incre a se s

tha t would be  ba s e d on a  highe r ba s e  pa y tota l is  a nothe r be ne fit.  You the n ha ve  the

b e n e fit s  p ro d u c e d  fro m  th e  s p e c ific  g o a ls  t ie d  to  a  p o r t io n  o f th e  e m p lo ye e s '

c om pe ns a tion ,  wh ic h  a re  the  be ne fit  o f the  Com pa ny ha v ing  g re a te r fle xib ility to

d is tinguis h  a m ong a nd  re wa rd  h igh-pe rform e rs ,  to  a ttra c t a rid  re ta in  m ore  ta le n te d

e mploye e s , a nd to mitiga te  the  cos ts  of tra ining ne w e mploye e s  by re ta ining ke y one s .

Ne ithe r S ta ff nor RUCO dispute  the se  fa cts  a nd tha t the  P EP  brings  a dde d fle xibility a t

reasonable  cost.
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A.

From  the  e m ploye e  pe rs pe ctive , the  prope r m ix of ba s e  wa ge s  a nd ince ntive  pa y ha s

be ne fits . Individua l e mploye e s  a re  re wa rde d for contributing to the  ove ra ll succe ss  of the

orga niza tion a nd a re  a llowe d a  wa y to dire c tly pa rtic ipa te  in corpora te  s ucce s s  with a

cle a r line  of s ight to goa ls . Employe e s  ca n be  a cknowle dge d a nd re wa rde d for ma king a

diffe re nce  by e xhibiting e xtra  e ffort, working more  hours  on the  job (for profe ss iona ls  not

e ligible  for ove rtime  pa y), or supporting the  progra m goa ls . Also, pa yme nt to individua l

non-union e mploye e s  is  dis cre tiona ry, so ta le nte d a nd high-contributing e mploye e s  ca n

e a rn more  through the  progra m, which ca n be  a  motiva ting fa ctor a nd ca n a ls o le a d to

highe r re te ntion ra te s  for more  ta le nte d e mploye e s . Ra the r tha n be ing a n ove r-infla te d

progra m , the  P EP  provide s  d ire c t be ne fit to  UNS  Ele c tric  cus tom e rs  e conom ica lly.

Ne ithe r S ta ff nor RUCO for tha t ma tte r, have  pre sented any evidence  to demonstra te  tha t
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1 In  e ffe ct, UNS  Ele ctric  is  be ing pe na lize d s imply for its

2

PEP is  unreasonable .

compensation structure.

3

4 I believe the PEP program costs are actually a net savings to customers. I also believe the

program provides a valuable management tool to promote increased earnings, to promote

additiona l cos t savings , to motiva te  individua l employees , to encourage  groups  of

employees to work together to impact specific goals , and to a id in the  re tention of the

higher-performing employees. All of the s e  a re  ultima te ly be ne fits  pa s s e d on to

customers.

5

6

7

8

9

10

13

14

The  goa ls  or ta rge ts  of the  current PEP program a re  a lso heavily we ighted toward

providing benefits  to customers . The program uses financial performance measures

weighted at 30%, operational cost containment weighted at 30% and customer service

goals at 40%. I would argue that the potential benefits of the current program goals and

objectives merit full recovery of the expense as it provides benefits to the customers and

doesn't provide for unreasonable salary and wage expense.
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No party disputes that the PEP program actually reduces the ultimate cost passed on to

customers in the form of reduced payroll and benefits cost. It is counter-intuitive to

penalize the Company for having an employee compensation program that reduces the

ultimate costs passed on to the customers, that promotes increased safety, increased

customer service, the reduction of operating costs and increases the financial soundness

of the Company and does not result in unreasonable or imprudent employee

compensation levels.
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1 F . Incentive Compensation (Staff Adjustment C-7).

2

3 Q.

4

Mr. Du ke s , c a n  yo u  b r ie fly s u m m a rize  Mr. S m ith ' s  a d ju s tm e n t to  te s t  ye a r

Incentive Compens ation?

Yes. Mr. S mith ha s  s ugge s te d a n e qua l s ha ring of the  cos ts  a s s ocia te d with the

Compa ny's  va rious  e mploye e  ince ntive  progra ms . Mr. Smith's  prima ry re a soning for

th is  s ha ring is  tha t it s trike s  the  ba la nce  be twe e n the  be ne fits  a tta ine d by both

shareholders and customers. He  a lso re fe re nce s  a  re ce nt Commiss ion De cis ion No.

68487 (Fe brua ry 23, 2006) -- the  Southwe s t Ga s  Corpora tion ("SWG") ra te  ca se  - in

which the  Commis s ion a dopte d s uch a  re comme nda tion for S WG's  ma na ge me nt

ince ntive  pla n ("MIP ").

1 . Performance Enhancement Plan ("PEP").

Do you agree with Mr. Smith's adjustments related to the PEP?

No, I do not. Mr. Smith's  suggested sharing of the  PEP program cost has to be  based on

an assumption that the program is somehow an additional cost to the customers over and

above what he deems to be reasonable costs for employee compensation. It also suggests

tha t the  spe cific goa ls  or ta rge ts  of the  progra m a re  the  only be ne fits  a nd some how

e qua lly be ne fit sha re holde rs  a nd cus tome rs  a like . I s trongly dis a gre e  with thos e

assumptions inherit in Mr. Smith's  adjustment.
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Can you provide more detail as  to why you dis agree with Mr. Smith?

Ce rta inly. The  e vide nce  I dis cus s  be low s hows  tha t UNS  Ele ctric's  tota l e mploye e

compensation including the PEP program is reasonable and to deny recovery of such is to

insure  tha t UNS Electric will not have  a  reasonable  opportunity to recover its  ope ra ting

cost. And neither Staff nor RUCO assert that the  tota l employee compensation including

6

A.

A.

v'



1 In  e ffe ct, UNS  Ele ctric  is  be ing pe na lize d s imply for its

2

PEP is unreasonable.

compensation structure.

3

4

5

6

I believe the PEP program costs are actually a net savings to customers. I also believe the

program provides a valuable management tool to promote increased earnings, to promote

additiona l cos t savings , to motiva te  individua l employees , to encourage  groups  of

employees to work together to impact specific goals , and to a id in the  re tention of the

higher-perfonning employees. All of the s e  a re  ultima te ly be ne fits  pa s s e d on to

customers.

The goals or targets of the current PEP program are also heavily weighted toward

providing benefits to customers. The program uses financial performance measures

weighted at 30%, operational cost containment weighted at 30% and customer service

goals at 40%. I would argue that the potential benefits of the current program goals and

objectives merit full recovery of the expense as it provides benefits to the customers and

doesn't provide for unreasonable salary and wage expense.
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No party disputes that the PEP program actually reduces the ultimate cost passed on to

cus tomers  in the  form of reduced payroll and bene fits  cos t. It is  counte r-intuitive  to

penalize the Company for having an employee compensation program that reduces the

ultimate  costs  passed on to the  customers, that promotes increased safety, increased

customer service, the reduction of operating costs and increases the financial soundness

of the  Compa ny a nd doe s  not re s ult in  unre a s ona ble  or imprude nt e mploye e

compensation levels.
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APPEARANC ES: Robert J. K egan, Esq. , Robert n. w Berlin, Esq. , Cheryl m. K Kimball,
Esq. , Andrew o. K apian, Esq., Keegan, Werlin and Pabian, L. L. p. 265 Franklin
street, 6 Rh Floor. Boston, Massa chusetts 02110-3113 . FOR: BOSTON GAS COMPANY
d/b/a KEYSP AN ENERGY DELIVERY new ENGLAND - and-Richard Visconti, General Counsel .
Thongs p. o 'Neill, Esq. , Patricia C Rowe, Esq. , KeySpan En erg Delivery New
England, 52 Second street, waltham, Massachusetts 02451. Petitioner. Thomas F.
Reilly, Attorney General, BY: Edward G. Bohlen, Wilmer Borgel la, Jr. , Alexander C
ochis, Judith Laster, Colleen Mc Connell, Karlen J. Reed, Assistant Attorneys
General, 200 Portland Street, 4th Floor, Boston, Massachusetts 02114. Intervenor.
Steven I. Venezia, Esq. , Carol R. w Wasserman, Esq. , Commonwealth of Massachusetts,
Division of Energy Resources, 70 Franklin Street, 7th Floor, Boston, Massachusetts
02110. Intervenor. Emilio A. F. Petroccione, Esq. , Roland, Fogel, Koblenz and
Petroccione, L. L. p. One Columbia place, Albany, New York 12207. FOR: MASSAC
HUSETTS OIL HEAT COUNCIL, INC. AND MASSACHUSETTS ALLIANCE FOR FAIR COMPETITION,
INC. , Interveners. Kenneth m. Barna, Esq. , Karla J. Dou kos, Esq. , Rubin and
Rodman, L. L. p. 50 Rowes wharf, Boston, Massachusetts 02110. FOR: MASSACHUSETTS
DEVELOPMENT FINANCE AGENCY. Intervenor. Jerrold Oppen helm, Esq., 57 Middle street,
Gloucester, Massachuse its 01930-5736. -- and- Charles Harak, Esq. , National
Consumer Law Center, Inc. , 77 Summer Street, 10th Floor, Boston, Massachusetts
02110-1006. FOR: MASSACHUSETTS COMMUNITY ACTION PROGRAM DIRECTORS ASSOCIATION.
Intervenor. Robert Rudduck, General Counsel, Associated I industries of
Massachusetts, 222 Berkeley Street, P . o. Box 763, Boston, Massachusetts 02117-
0763 . Intervenor. Warren H. Pyle, Esq. , Alison D. Morantz, Esq. , Pyle, Rome and
Lichen, p. c. , 18 Tremont Street, Suite 500, Boston, Massa chusetts 02108. FOR:
UNITED STEELWORKERS OF AMERICA, AFL-cIo-cLc. Intervenor. James m. Avery, Esq.,
Brown Rudnick Burlack Israeli, L. L. p. , One Financial Center, Boston, Massa
chusetts 02111. FOR: BERKSHIRB GAS COMPANY. Intervenor. Patricia Fr each, Esq.,
Nisource Corporate Services Company, 300 Friberg Parkway, Westborough,
Massachusetts 01581. FOR: BAY STATE GAS COMPANY. Intervenor. Rebecca L. Fowler,
Esq. , LeBoef, Lamb, Greene and MacRae, 260 Franklin Street, Boston, Massa chusetts
02110. FOR: FITCHBURG GAS AND ELECTRIC LIGHT COMPANY. Limited Participant. Mary E.
Grover, Esq. , Nstar Gas and Electric Corporation, 800 Boylston Street, P1700,
Boston, Massachusetts 02199. Limited Participant. Stephen Klionsky, Esq.. Western
Massachusetts Electric Company, 101 Federal Street, 13th Floor, Boston, Massa
chusetts 02110. Limited Participant. Daniel Winogr ad, Esq. , Massachuse its
Institute of Technology, Senior Counsel ' s Office, 77 Massachusetts Avenue, Building
12-090 Cambridge, Massachusetts 02139-4307. FOR: THE ENERGY CO NSORTIUM. Limited
Participant. David L. Black, Esq. , New England Ga s Company, 100 Weybosset Street,
Providence, Rhode Island 02903 . Limited Participant.

Before Alonso, chairman and Connelly, Keating, Sullivan, Jr. and Manning,
commissioners.
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incentive compensation program for (Exes •
K8DNB/PJM-1, at 12; K8DN8/PJM-2, at 8) . The majority of this increase is related to
an accounting adjustment necessitated by an over-accrual of $2,097,330 in incentive
com~ sensation expense in 2001 (Exb. K8DN8/PJM-1, at 10) . In 2002, the Company
reversed the over-accrual by making an entry to reduce_ incentive coupe~~cation
I . by $2,097,330 (id-.....,.a\=*.1°-11.;..-._ g8&4%1x"3;,Q§Nn §@9n=;©@e4;=s iN
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M4g§l§. .~ 44 § § §8§§§§§§§ The remainder of the adjustment is
attributable to (1) a $13,866 reduction to test year incentive compensation expense
to account for the Company's target liability for incentive compensation due to
e~ ployed performance in 2002, and (2) an $158,257 increase to test year incentive
compensation expense to account for the Company's liability for incentive
compensation due to Keyspan services employee performance in 2002 (id. at 11;
masons/pau-2, at e) .

While the level of capitalization for both labor and employee benefits was higher
in the test year than the average level of capitalization between 1998 and 2002, we
find that the Company appropriately capitalized labor and employee benefits
pursuant to the capital projects that were undertaken during the test year. The
divergence between capitalizable payroll and capitalizable benefits that occurred
during the test year is not so significant as to render Boston Gas' test year
capitalizahle benefits ratio as unrepresentative. See Boston Edison Company,
D.P.U. 1720, at 55~56 (1983) . Accordingly, the Department finds that no adjustment
to test year capitalized employee benefits is necessary.

s e n s e

*so The Attorney General asserts that the Company failed to capitalize an
appropriate level of its employee benefit costs during the test year. [FN55] It is
clear that the ratio of the capitalization of labor to the capitalization of
employee benefits is higher during the test year when compared to the four years
prior to the test year (Exh. AG 1-40) . The rate at which employee benefits are
capitalized will vary from year to year depending on the type and mix of capital
projects that a company undertakes in any given year and the type and mix of
employees engaged in those projects. During the test year, the Company undertook
the conversion of its existing customer record system to the CRIS, which required
the support of administrative personnel assigned to Keyspan (Exh. KEDNE/JFB~1, at
11) . The use of Keyspan administrative personnel lead to a greater variation in the
percentage of capitalized employee benefits compared to capitalized labor expense
during the test year, because employee benefits are a greater share of the
compensation for these Keyspan employees.

Company avers that this variation coincides with the increase in capitalized labor
costs related to non-construction activities and the involvement of a significantly
greater number of employees other than field personnel during the test year (id.).
The Company states that the Attorney General's proposed adjustment does not give
appropriate consideration to the type of employees that were engaged in test year
capital projects (id.).

3. Analysis and Findings
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The At e en 1 ar sta par t would
c e on i t i no

&ncreas s eas§bq9le ire 9 t des
b . its to s (Attorney General Brief at 67) . The Attorney General
that, because the Company's average total compensation per employee is above
median level for other New England gas companies, any additional increase
union employee compensation is unnecessary and inappropriate (id. at 68) .
Attorney General also avers that some of the goals that form the basis for
evaluating non-union performance are unreasonable because they are too subjective
or the weight attributed to the various goals is disproportionate (id.) . In
addition, the Attorney General claims that the company has not shown that several
of the performance incentive goals, such as supporting high visibil ity groups and
additional press coverage, provide any benefit to customers (id.) . Therefore, the
Attorney General asserts that the Department should disallow recovery of the
Company's entire proposed non-union incentive increase, or, at a minimum, disallow
the payroll adjustment portion of the proposed increase attributable to the
subjective goals, disproportionately weighted goals, and goals that provide no
benefit to customers (id.) .

9 otseg,

The incentive compensation program has an established pay-out scale for each
performance goal (id. at 10) . If the performance goals, or 'targets, ' are met for
the annual performance period, the employee receives 100 percent of the target pay-
out amount (id.) . In addition, a minimum acceptable level of performance, or
'threshold, ' is established for each goal, as well as a maximum level of
performance (id.) . For performance at the minimum, or threshold level, the
incentive pay-out is so percent of the target pay-out level. If performance is
or above the maximum, the pay-out is two times the target pay-out level (id.).
Incentive pay-outs are prorated to the extent that performance falls within the
bandwidths (id.).

~§@a4;==2 "=$II3 9
c gnsation program involves three categories of performance goals z
98% : *.~1` o ' -r.,:: r . o ; 14: 2. J '¥"&.=" 9 3; 8»~»»-9Q 99 T ~ 3»
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The Attorney General also claims that the company failed to capitalize any portion
of the incentive compensation program (id. at  72,  c i t ing Exh. KEDNE/PJM-2, at 8) .
The Attorney General suggests that, to the extent that the Department allows any
incentive compensation, all determinants should be multiplied by 66.30 percent to
calculate the expense- only portion (id. ,  citing Exp. NE/PJM-2, at 9) .¢:»4

• Boston Gas 2

4
s

1
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*as Boston Gas argues that its incentive compensation expenses meet the
Department's standard for inclusion in the Company's cost of service (Boston Gas
Brief at 111) . The Company claims that it has shown that these expenses are
reasonable in amount (id., citing Exp. AG 6-21) . The Company argues the target
incentive payments during the test year ($750 for union employees and $22,693 for
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The Company argues that 'reasonableness' of employee compensation is evaluated on
a total compensation basis because different components of employee compensation
are substitutable and may be used in different combinations to attract and retain
employees (Boston Gas Brief at 116, citing D.P.U. 93-60, at 122-123) . Therefore,
the Company states that the Department should reject the Attorney General's claims
about the 'reasonableness' of the incentive co~ ~pensation program (id.) . In
addition, the Company avers that the Department should reject the Attorney
General's claims that some of the incentive goals are too subjective or given
disproportionate weight and that the Company has not demonstrated a customer
benefit, because the Attorney General cites to no evidence or other rational legal
or factual basis to support his claim (id. at 116-117).

non~union employees) are consistent with the range of incentive compensation
paynmnts paid by other utility companies and approved by the Department (id.,
citing D.T.E. 02-24/25, at too) . The company also argues that it has demonstrated
that its incentive compensation program is reasonably designed to encourage good
employee performance (id. at 111-113) . The Company states that the incentive
compensation program is designed to motivate employees to perform in a manner that
has a positive effect on the Company's ability to provide safe, reliable and cost-
effective service to customers, while also contributing to the Company's earnings
objectives (Exp. KEDnE/Jco-1, at 9).
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PerfOililéNcg Massachusetts Electric company, D.P.U. as-194/19s, at 34
order for an :l.ncent:l.v»e plan to be reasonable in design, it must both encourglee performance and re~ ~u1t :in benefits to ratepayers. D.P.U. 93-60, at
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The Department has stated that if incentive

compensation is tied only to f inancial performance, the benefit to ratepayers i~
unclear. D.P.U. 89-194/195, at 34. The Department has also disallowed incentive
comnpeneation for senior management if the company's management failed to show
itself worthy of bonuses. D.P.U. ss- 266-A/271-A at 110-111.

*57 The Department must first determine whether the payments made under the
Company's incentive compensation plan are reasonable in amount. Under the Boston
Gas incentive coupeneation plan, the Company paid a total of $239, 182 for union
and non-»union employees during the test year (Bxh. AG 1-35, Att. (d) at 17) . Keyspan
Services made incentive payments totaling $12,748,218 in the test year, of which
15.9 percent, or $2,026,967, was allocated to Boston Gas (8xhs. Ksnmz/pan-2 [rev.
2] at 8; AG 1-3S, Art. (a) at 66) . In total, the Company paid $2,266,149 in
incentive compensation during the test year through a combination of direct charges
and allocations, representing 2.1 percent of the Co@npany's total test year wages of
$105,714,985. (Exes..As .1I35..§a}.;..M .11 35.(.d);..EDM/PM7.2..[supp.]_...a.t..17)...
C°ww¥' 4 incentiYc' ¢°we&9§i9N .bianfis .biM14§.i4§§'~498.é;.§£.'.&§e§. i l i t i s a  .
competing Jfsr .sim~Iar1y."skf11.ede@1 eeQs.. See 1:>.p.u. 93-so, at 98-101; n.p.U. 92-
111, at .114-11s....Were fOrm the §é i t t=j§i.n§é.t§§:tegg`yég.p§ n t s  f  h ' t h e  .
COWQYP s inwitive3.¢W=§$,a¢;§i .M ,

4

Next , the Department must deteqngne .wlrxether .tpepggany '..s....:§ncent:_:Lve compensation
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The Attorney General argues that some of the goals in the Company's incentive
compensation package are too subjective or disproportionately weighted. However,
the majority of the goals that the Attorney General alleges to be too subjective
are, in fact, only applicable to employees that do not work for Boston Gas. Because
the incentive compensation amounts related to these goals are not allocated to
Boston Gas, not be addressed in this (Exh. DTE 2~16, Art. (b)) .
For two by the A general 1 to Bus G
ernpl ws "Ad swag QRS! *Ca . the Sera

t these ii Nb ec.§":l;Ve prsae 1 3498435 In  t he  f i r s t
instance, '$Value o Adjustments, ' this goal relates to the billing department
at Boston Gas. Performance can be clearly tracked based on the number of billing
adjustments required by the consumer division of the Department. In the second
instance, 'Capital Markets, ' the goal relates to activities such as refinancing of
debt. Performance here can be tracked based on t et ft uncial market measures set
at the outset of the ea -. s e
co 1: 1 o
Having no?

as romance and ..3)

s to
ElNéeritfVe 9381388§84

*so In addition, the portion of Boston Gas's incentive compensation plan based on
utility operations earnings can be compared to the award provision examined by the
Department in D.p.U. 89-194/195, at 34. There, the Department approved an incentive
plan structured so that if the company's financial performance met certain goals,
employees would be entitled to receive incentive compensation; but other employee
performance-related incentive factors would determine the amount of incentive
compensation an employee may receive. Id. The portion of Boston Gas' incentive
plan based on f inanc ial performance is  s imi lar in design.

with respect to the design of the program to encourage good employee performance,
the Department has questioned the benefit of incentive compensation plane based
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1, at 9) . Performance in the categories of containing O&M costs, ensuring customer
satisfaction, maintaining or improving safety, and developing workforce diversi ty
provide a direct benefit to ratepayers. In addition, several incentive categories
that, at first glance, may not seem to provide any direct benefit to ratepayers,
do, in fact, serve to improve overall service for Boston Gas' ratepayers (Tr. 16,
at 2160~2188; RR-DTE-67; RR-DTE-69; RR~DTE-70; RR-DTB~'71; RR-DTE-72) • For example,
the incentive category 'Internal Reports Issued' benefits ratepayers because it
facilitates and promotes the internal auditing work done by the Company, which
serves to control costs within Boston Gas (RR-DT8-67) . In addition, the categories
'O&M, Human Resources, Benefits' and 'Achieve Enporion [FN56] Savings Net of Fees '
also serve to reduce costs for the Company by creating an incentive to reduce O&M

senses (Tr. 16, at 2180-2182) . "` ; Jr a ,by
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The Attorney General argues that a portion of the Company's incentive compensation
package should be capitalized, as it was for the transition base pay to variable
pay adjustment. [FN57] According to the Company, its transition base pay to
variable pay adjustment is exclusive of capitalized amounts (Exh. KEDNE/PJM-1, at
13) . We are unable to distinguish between the incentive compensation adjustment and
the transition base pay to variable pay adjustment, which also relates to incentive
compensation. However, because the Company expensed 66.3 percent of its incentive
compensation related to the transition base pay to variable pay adjustment, it is
reasonable to conclude that the broader incentive compensation adjustment should
include both a capitalized and an expensed amount. Therefore, the Department
directs the Company to expense 66.3 percent of the incentive compensation
adjustment, which reduces the adjustment from $2,241,721 to $1,486,261.

D. Base to Variable Pay Transition

1. Introduction

Both

*59 Boston Gas proposes to increase its test: year O&M by $297,372 to account for
the transition of employee compensation from base pay to variable pay (Exh.
KEDNE/PJM-2, at 9) . Of this amount, $211, 192 is associated with Keyspan Services '
non-union employees and $86, 180 is associated with Boston Gas' non-union employees .

amounts are exclusive of capitalized amounts (Exh. KEDNE/PJM-1, at 13) .

This adjustment represents test year target incentive compensation costs as the
Company continues to transition its Boston-based non~union employees to a wage
structure that increases the variable pay share of compensation (id. at 12-13; Tr.
16, at 2150-2152) . The transition plan is a three-year plan concluding at the end
of calendar year 2003 (Exh. KEDNE/PJM-1, at 12). The transition play is designed to
standardize the wage and salary structure for non-union employees of the regulated
gas distribution companies in Massachusetts and New York by raising the incentive-
pay opportunities for Boston Gas employees and slowing the pace of their base wage
and salary increases (id.; Exp. KEDNE/JCO-1, at 11; Tr. 16, at 2150-2152).

2. Positions of the Parties

a. Attorney General

The Attorney General disputes the inclusioN of these incentive compensation-
related expenses for the same reasons he opposes the overall incentive compensation
program (Attorney General Brief at 67-68) . Specifically, the Attorney General
argues against the allowance of any incentive compensation increase because the
proposed increase is unreasonable and would compound the Company's already
excessive compensation (id. ; Attorney General Reply Brief at 40).

b. Boston Gas

Boston Gas defends the inclusion of the amounts related to the transition plan as
a part of the overall incentive compensation program, based on the same arguments
that it put forward to defend the overall incentive compensation program (Boston
Gas Brief at 110-117). Specifically, Boston Gas argues that it has demonstrated
that its employee compensation expenses meet the Department's standard for
inclusion in the Company's cost of service (id. at 111).

3 . Analysis and Findings

© 2007 Thomson/West. No Claim to orig. U.S. Govt. Works.
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I

incentive.compensatioh plan is»one§means.bf,a¢biev;bg]the,Com~ ~Pnyis overa11.goaI of
building .long-term value for customers, Snarenoldgrs<3nd§gpIoyeqs (Exh. KBDNE/JCO-
1, at 9) . performance in the categories of containing O&M costs, ensuring customer
satisfaction, maintaining or improving safety, and developing workforce diversity
provide a direct benefit to ratepayers. In addition, several incentive categories
that, at first glance, may not seem to provide any direct benefit to ratepayers,
do, in fact, serve to improve overall service for Boston Gas' ratepayers (Tr. 16,
at 2160-2188; RR-DTE-67; RR-DTE-69; RR-DTE-70; RR-DTE-71; RR-DTE-72) . For example,
the incentive category 'Internal Reports Issued' benefits ratepayers because it
facilitates and promotes the internal auditing work done by the company, which
serves to control costs within Boston Gas (RR-DTE-67) . In addition, the categories
'O&M, Human Resources, Benefits' and 'Achieve Enporion [FN56] Savings net of Fees
also serve to reduce costs for the Company by creating an incentive to reduce O&M
expenses (Tr. at: 2180-2152) . &*ǹ éi=§=:§4h§¢l"&h¢;-Q9p;§3Er'i§=.=t;.:1#.d»8-'»:44,c the-company
incentive co~ ~pensatibn PlaN is designed ih`S§h:W§jia§t6,proyidq benefiti.tO'
ratepayers,

-£4 4

financial performance. However, that: is not the case here .
g4

with respect to the design of the program to encourage good employee performance,
the Department has questioned the benefit of incentive compensation plans based
solely on a company's
while Ume Companws finai neia;.'per§`6rmance»»is.'One-_as§ect.'oflBoéL§:I6xi'Gas' :I.n§E§nl§'Ilve .

1ni:qi13;ilvle .couiliei1l§t1.on~ 'in
` "incentive

Whi*c Iccmpauiajsiom. plan, it is. go; pa qq§l.g_cr;l,_°£E'i9i__5;i' _ _
based. The ¢!c~mpany;'s.incdl4:I._v\.ccmup§gqa§£q4-p15ig*ini:§l,udes 3' 494 ¢.rr4y.lof-̀_:|._
categories; . ha are ;:e1at_eQ. go t1§e_ Qpmpany s£_8s{_gra;l.1* fflqlanqlafl.. p.erforgnap.ce 1511i:
are designed'_to pncou,r.a§¢_ acgwiuiee..su¢a..a4..¢ g.-'¢¢1eaInn2emt w1'iiE;h en&13nges value
to cusgdmers (8-14.13 DTE 311.61 Atzts. (a) / (b)') .

4*- I

*58 In addition, the portion of Boston Gas's incentive compensation plan based on
utility operations earnings can be compared to the award provision examined by the
Department in D.P.U. 89-194/195, at 34 . There, the Department approved an incentive
plan structured so that if the company's financial performance met certain goals,
employees would be entitled to receive incentive compensation; but other employee
performance-related incentive factors would determine the amount of incentive
compensation an employee may receive. Id. The portion of Boston Gas' incentive
plan based on financial performance is similar in design.

debt. Performance here can be tracked based on target financial market
i overall incentive

*» ¢*' ' -4 4...~I is" -4' *f .4 *1..-¢""

£r

two goals cited bythe`Attoz'dey Gei§r_a1~ prep do. _apps to Poston Gas .̀
s I .u. _ .-.

these goals are pat subjective and az'e'proper;1y`weighEed- In the first

_ . _ _ 8=~» * 1._ "9 . r '
Having found that Boston Gas; 1 .\) lg--reagonable in

. .'. ,?. _r -..9.. ~~
'result in benefit; -_to ratepayezgs, we'_ will' allow age. Company to reccfver

The Attorney General argues that some of the goals in the Company' s incentive
compensation package are too subjective or disproportionately weighted. However,
the majority of the goals that the Attorney General alleges to be too subjective
are, in fact, only applicable to employees that do not work for Boston Gas. Because
the incentive compensation amounts related to these goals are not allocated to
Boston Gas, they need not be addressed in this proceeding (Exp. DTE 2-16, Att.(b)).
For the ` * . . `.
employees ( '$Value Hof DTE Adjustments' . and 'Capital¢Market'lb the_ Department finds
that .
instance, '$Value of DTE Adjustments, ' this goal relates to the billing department
at Boston Gas. Performance can be clearly tracked based on the number of billing
adjustments required by the consumer division of the Department. In the second
instance, 'Capital Markets, ' the goal relates to activities such as refinancing of

measures set
at the outset of the year. §Eené 6ref 'compensation plan is r¢as°nablyide§§3n§dut0 -2 9 rag gqQ emplOyee PerforMance.

. r .. . `i§¢éigw¢,§¢swsnsa€s4 . v " _ . . , .
amount, (2) is reasonably desigNed to encouragefgOodemployee performance, and (3)
will J
incentive compensatioN expenses,

4
,Q \

\J *l
r r
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1 In  e ffe ct, UNS  Ele ctric  is  be ing pe na lize d s imply for its

2

PEP is  unreasonable .

compensation structure.

3

4 I believe the PEP program costs are actually a net savings to customers. I also believe the

program provides a valuable management tool to promote increased earnings, to promote

additiona l cos t savings , to motiva te  individua l employees , to encourage  groups  of

employees to work together to impact specific goals , and to a id in the  re tention of the

higher-performing employees. All of the s e  a re  ultima te ly be ne fits  pa s s e d on to

customers.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

The  goa ls  or ta rge ts  of the  current PEP program a re  a lso heavily we ighted toward

providing benefits  to customers . The program uses financial performance measures

weighted at 30%, operational cost containment weighted at 30% and customer service

goals at 40%. I would argue that the potential benefits of the current program goals and

objectives merit full recovery of the expense as it provides benefits to the customers and

doesn't provide for unreasonable salary and wage expense.

No party disputes that the PEP program actually reduces the ultimate cost passed on to

customers  in the  form of reduced payroll and benefits  cost. It is  counte r-intuitive  to

penalize the Company for having an employee compensation program that reduces the

ultimate  costs  passed on to the  customers, that promotes increased safety, increased

customer service, the reduction of operating costs and increases the financial soundness

of the  Compa ny a nd doe s  not re s ult in  unre a s ona ble  or imprude nt e mploye e

compensation levels.

25
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218 P.UR.4th 205

218 P.U.R.4th 205, 2002 WL 1349501 (Fla.P.S.C.)

(Publication page references are not available for this document.)

Page 1

I'l
Re Gulf Power .Cgmpniy
Docket; no. 01.0949-£81

Wider No. p§<=-.08-0787.;r:0r:.1s; .

3;ori&a PubJ.ic §érv§e g94l4!§iog.Q
_ . . -.- Joe 191. 2002 I . -. n . . l

ORDER .authorizing an eléctrfé utility to 3.n€rease =i,"~:s~¢réu¢s lid charges by.$s3.24"
million, reflecting a rate of return on f~
allowance includes a 25 basis point reward f.o; prcrvidzfng superior. service.

common equ.ij.}y-I(ROE). of 12. 0081. The ROE

9

s

The authorized revenue increase is allocated to the rate classes in a manner that
moves each class rate of return as close to parity as practicable based on the
approved cost allocation methodology, and subject to the follow- ing constraints:
(1) no class shall receive an increase greater than 1.5 times the system average
percentage increase; and (2) no class shall receive a decrease. No increase is
allocated to the other outdoor, standby, real time pricing, and large high load
factor rate schedules inasmuch as they are significantly above parity. Although
contract service agreement customers are significantly below parity, their rates
were negotiated and thus not subject to change in this proceeding. I

Rates are set using a future test year that reflects the projected effect on
revenue requirement of the Smith Unit 3 generating plant, which is scheduled to
begin commercial operations during the rate-effective period. Commission finds that
a future test year will more accurately reflect the operations of the utility
during the first 12 months after new rates go into effect than would a historical
test year that would not include the Smith Unit 3 investment.

4

.I

Commission adjusts test year rate base and expenses to reflect: the costs of
additional security measures implemented in response to the increased threat of
terrorist attacks since September 11, 2001.

I

I
1

Distribution costs are classified and allocated in a manner consistent with prior
decisions notwithstanding claims that competitive pressures justified a change to
the minimum distribution system (MDS) cost of service methodology. Commission finds
that the raws methodology does not reflect the way the utility incurs costs, adding
that changes in competitive markets should not drive the allocation of costs in a
regulated electric cost study.

I

Commission authorizes the utility to file for approval of an incentive regulation
plan that provides for performance-based rewards and penalties.

1

P.U.R. 1-Ieadnote and Classification

RATES
s120 o 1

o 2007 Thomson/west. No Claim to orig. U.S. Govt. Works.



,ii . ' ' g `§.§33li\3* V§§5Q§8§_§g
2 8 9  1 \ i  5 .x The ut i l i ty d id im plem ent  a  new
incent ive com pensat ion plan in 2000.  Also,  to  com pare the tota l  incent ive 'cash '
compensation to gross payrol l  is not  a  va l id  compar ison.  The  tota l  compensat ion
plan should be com pared to the m arket  value for  sim i lar  job groups .
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Witnesses Silva and Twerp explained that to ensure Gulf's pay policy is
competitive, Gulf produces a market Position report on an annual basis.
Organizations are considered to be 'at market' if their pay policy falls between
+/-10% of the market. An analysis of Gulf's pay policy to the market was conducted
in August of 2001. The report confirmed Gulf's total compensation pay policy was
within +/- 5% for all job groups, on average, to the actual market pay levels.

On rebuttal, Gulf witnesses Silva and Twerp testified that Mr. Schultz's concerns
were unfounded because the comparison of incentive compensation to gross payroll
and fringe benefits is inappropriate. It is more appropriate to evaluate Gulf's
total cash compensation against the market to insure competitiveness. The survey
data (approximately 40 surveys) provides total cash compensation for various jobs
in the relevant market.

Each year Gulf conducts an analysis of overall compensation using compensation
surveys that are developed by independent consulting firms. Current analysis of
these approximately 40 surveys shows that the utility's pay for each position is
both consistent with its compensation philosophy and the current market.

218 P.U.R.4th 205

218 P.U.R.4th 205, 2002 WL 1349501 (F1a.P.S.C.)

(Publication page references are not available for this document.)

T h er e f o r e ,  t h e u t i l i t y o f f e r s  t o t a l  p a y  t h a t  i s  m a r k e t com pet i t i ve .  Last l y,
t h r ough  per f o r m i ng  wel l  and  m eet i ng customer needs do employees have the
o p p o r t u n i t y  t o  b e  p a i d  a t  t h e  t o p  q u a r t i l e  o f  t h e  i n d u s t r y.
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we a lso be l ieve  that  to analyze  each indiv idual 's compensat ion for  whether  the
base salary and incent ive com pensat ion,  wi thin each job group,  is appropr iate would
be  beyond  t he  scope  o f  t he  da t a  co l l ec t ed  f r om  t he  i nd i v i dua l  u t i l i t i es  i n  t he
i n d u s t r y .  L a s t l y ,  t h e  u t i l i t y  i s  w i t h i n  + /  -  5 % o f  t h e  m a r k e t  v a l u e s  f o r  t h e i r
overa l l  com pensat ion pol icy.  As a  resul t ,  i t s  em ployees wi l l  be  paid based on
m arket  va lue and the custom ers wi l l  receive qual i ty serv ice and low rates.

2
3
s11
3
4

i
3
i
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I
r
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i
;

Based on the above,
compensat ion.

no adjustment shall be made to the accrual for incentive

O EMPLOYEE RELOCATION EXPENSE

8
8
:»¥
3

[49]  Gu1f°s em ployee relocat ion plan covers a var iety of  costs involved in m oving
an em ployee and the em ployee's fam i ly.  These costs include cost  of  l iv ing
al lowances,  t ransportat ion,  household goods moving and storage cost ,  closing costs,
and other associated costs.  The Company included in projected test  year expenses
$461,754 for  em ployee relocat ions.  The Com pany stated that  i t  budgets relocat ion
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218 P.U.R.4th 205
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Page 1

The authorized revenue increase is allocated to the rate classes in a manner that
moves each class rate of return as close to parity as practicable based on the
approved cost allocation methodology, and subject to the follow- ing constraints:
(1) no class shall receive an increase greater than 1.5 times the system average
percentage increase; and (2) no class shall receive a decrease. No increase is
allocated to the other outdoor, standby, real time pricing, and large high load
factor rate schedules inasmuch as they are significantly above parity. Although
contract service agreement customers are significantly below parity, their rates
were negotiated and thus not subject to change in this proceeding.

'\

Rates are set using a future test year that reflects the projected effect on
revenue requirement of the Smith Unit 3 generating plant, which is scheduled to
begin commercial operations during the rate-effective period. Commission finds that
a future test year will more accurately reflect the operations of the utility
during the first 12 months after new rates go into effect than would a historical
test year that would not include the Smith Unit 3 investment.
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C o m m i s s i o n  a d j us t s  t e s t  y e a r  r a t e  b a s e  a nd  e x p e ns e s  t o  r e f l e c t  t he  c o s t s  o f
a d d i t i o na l  s e c ur i t y  m e a s ur e s  i m p l e m e nt e d  i n  r e s p o ns e  t o  t he  i nc r e a s e d  t h r e a t  o f
t e r r o r i s t  a t t a c k s  s i n c e  S e p t e m b e r  1 1 ,  2 0 0 1 .

Distribution costs are classified and allocated in a manner consistent with prior
decisions notwithstanding claims that competitive pressures justified a change to
the minimum distribution system (MDS) cost of service methodology. Commission finds
that the MDS methodology does not reflect the way the utility incurs costs, adding
that changes in competitive markets should not drive the allocation of costs in a
regulated electric cost study.

Commission authorizes the utility to file for approval of an incentive regulation
plan that provides for performance-based rewards and penalties .

P.U.R. Headnote and Classification

1.
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employee

Witnesses Silva and Twerp explained that to ensure Gulf 's pay policy is
competitive, Gulf produces a Market position report on an annual basis.
Organizations are considered to be 'at market' if their pay policy falls between
+/-10% of the market. An analysis of Gulf 's pay policy to the market was conducted
in August of 2001. The report confirmed Gu1f 's total compensation pay policy was
within +/- 5% for all job groups, on average, to the actual market pay levels.

On rebuttal, Gulf witnesses Silva and Twery testified that Mr. Schultz's concerns
were unfounded because the comparison of incentive compensation to gross payroll
and fringe benefits is inappropriate. It is more appropriate to evaluate Gulf 's
total cash compensation against the market to insure competitiveness. The survey
data (approximately 40 surveys) provides total cash compensation for various jobs
in the relevant market.

Each year Gulf conducts an analysis of overall compensation using compensation
surveys that are developed by independent consulting firms. Current analysis of
these approximately 40 surveys shows that the utility's pay for each position is
both consistent with its compensation philosophy and the current market .

Therefore, the utility offers total pay that is market competitive. Lastly,
through perfuming well and meeting customer needs do employees have the
opportunity to be paid at the top quartile of the industry.

(Publication page references are not available for this document.)

218 P.U.R.4th 205, 2002 WL 1349501 (Fla.P.S.C.)

218 P.U,R.4th 205
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t h a t
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we. ,=be;£¢~E= .Ci1at"Q;rcsé7"adjn¢41;;gg43i: ; ¥?2.2. fb* @=
2.Q.0QT1i91?QriQ§l: 9944. y¢Si9'i§ 064; :lé1§t.2b§isc'1»' The utility aid implement a new
incentive compensation plan in 2000. Also, to compare the total incentive 'cash '
compensation to gross payroll  is not a valid comparison. The total compensation
plan should be compared to the market value for similar job groups .

We also believe that to analyze each individual's compensation for whether the
base salary and incentive compensation, within each job group, is appropriate would
be beyond the scope of the data collected from the individual utilities in the
industry. Lastly, the utility is within +/- 5% of the market values for their
overall compensation policy. As a result, its employees will be paid based on
market value and the customers will receive quality service and low rates.

Based on the above,
compensation o

n o  a d j u s t m e n t  s h a l l  b e  m a d e  t o  t h e  a c c r u a l  f o r  i n c e n t i ve

• EMPLOYEE RELOCATION EXPENSE

[49] Gulf's employee relocation plan covers a variety of costs involved in moving
an employee and the employee's family. These costs include cost of living
allowances, transportation, household goods moving and storage cost, closing costs,
and other associated costs. The Company included in projected test year expenses
$461,754 for employee relocations. The Company stated that it budgets relocation
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ORDER on appeal of a Proposed Order of Hearing Examiner in a natural gas rate case.
As modified, the local distribution company (LDC) is authorized to increase annual
revenues_ ax.. so . ave million. '04, 99312
r¢4€=B4§a1=iiisfl33é94*é9 ans .Iol@iaer_a€l§I;' §iiiai¥N8i=gf:1Y8̀

94 MD PSC 329
94 Md.p.s.c. 329, 2003 WL 23282178 (md.p.s.c.)

r e f e r e n ce s are not available for th is  document.)(Publication page
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Commission approves most of the LDC's requested expense and rate base allowances,
but rejects certain of the LDC'S rate design proposals, including a special program
for low-income customers and an incentive or performance-based rate plan.
Commission explains that a new docket is being opened to further review low-income
assistance measures, while the LDC is free to resubmit its incentive rate plan if
modified to meet the commission's concerns.
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Md.p.s.c. 2003 4

[MD.] property included in rate base -- Post-test-year plant additions -~ Factors
affecting inclusion -- Evidentiary presentation as to certainty of operation -- But
no corresponding adjustment for depreciation nr property taxes -- Local gas
distribution company.

Re Washington Gas Light Company
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EXPENSES

5126.1

m d . p . s . c . 2003

[MD.] Natural gas local distribution company -- Costs of new plant: Post-test-
year additions to rate base -- But no corresponding adjustment for depreciation or
property taxes.
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94 MD PSC 329
94 md.p.s.c. 329, 2003 WL 23282178 (md.p.s.c.)
(Publication page references are not available for this document.)

Page 17

and relied upon in the Proposed Order. Both Staff and WGL argue that the earnings
test aspect of the Proposed Order should be overturned.

A

The Commission affirms the Proposed Order with respect to the implementation of
the outcome of Case no. 8960 regarding the changes to annual depreciation expense
and rate base, but declines to impose the earnings test. The Commission is mindful
of the administrative burdens that would be created if another rate case had to be
litigated on the heels of this one simply to fold the results of Case no. 8960 into
the rate-making equation. A depreciation order will be issued during the rate-
effective period, which means that any additional changes that are made will be
related to the evidentiary foundation of the rates initially set here, in Case no.
a9s9. The Commission approves the Hearing Examiner's proposed treatment of
depreciation in connection with Case no. 8960, and determines that this treatment
will appropriately and reasonably address anticipated depreciation expense in this
rate case. [FN15]

8

_a

1
1

2
\

s
4

4
Q

Both Staff and WGL agree that the results in Case No. 8960 can result in changes
in either direction. Depreciation rates may increase or decrease, and, thus, income
may also increase or decrease. The Commission concurs that both possibilities
exist. The Commission directs that the base rates that flow from income changes, as
a result of the depreciation rate decisions in Case No. 8960, be implemented
regardless of the direction of the effect upon base rates.

4
9

The Commission will not condition any changes to base rates pursuant to the
outcome of Case no. 8960 on the earnings test recommended in the proposed Order.
Given the temporal proximity of this case and Case no. 8960, the extra
administrative step of the earnings test is unnecessary. The Co~ ~mission accepts
OPC's recommendation to set a July 1, 2004, deadline for the implementation of any
changes because of the depreciation case.

\

-Q

s

Finally, WGL requests clarification that new accruals for depreciation (at new
rates set in Case no. 8960) will not have to be booked until after WGL receives
authorization to change the rate charged to custom ~ers. The Co~ ~mission confirms that
new accruals shall not be booked until after the rate change to customers is put
into effect. The Commission orders WGL to file revised tariff sheets in order to
implement any necessary rate changes. These revised tariff sheets shall be filed
and considered for acceptance for filing at an Administrative Meeting of the
Com~ission.

D. Incentive comnpeqsation Payments

1[9] After careful consideration of the arguments, the Com~~ission rejects Staff's
request to reduce WGL's proposed incentive compensation expense. While Staff
compares this proposal to the Commission's treatment of an incentive compensation
proposal in Case no. 8829, [FN16] the present case in different since WGL's
incentive compensation proposal includes criteria that directly benefit ratepayers.
The record indicates that customer satisfaction, safe_operation, and efficiency in

are~among. the criteria that are evaluated before incentive
.Ander thé wqpfproposal

delivery of services
payments are made

¢oeéi:nisé4.on
that  . the tota l  am ount  of  execut ive

component,
compensation gr'g3.'8~g_=;,é§L iiic1'f1E1§lng

More importantly,  &h`e `-a§rées' w°ith'}ie 8ea¥ixré Examiners; conclusion
. . _ "̀ pr°>'§ . t he  incent ive

is in l ine with thqi; 'offerEed1by'.s; l . rdi1a8igppqr; ie§l . for 'simi lar posit ions .
[FN17] Therefore" since the to€a1'.eombeniet:!.on ;_lB i t  O r  be l ow t he
market level, [FN18] ¥=11¢ G°4ilw1iliio;\"finds'tlgngilg :lncentiye payments
as part of qegnpemqation is. reasonable; The.Ggmin#sl1.on-iurtgher finds that seeing a

.~ ;
*. the* .iqclusiog :of

1
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md.p.s.c.

[MD.] Property included in rate base -- Post~test-year plant additions -- Factors
affecting inclusion -- Evidentiary presentation as to certainty of operation -- But
no corresponding adjustment for depreciation or property taxes ~- Local gas
distribution company.

Re Washington Gas Light Company

S193

Commission approves most of the LDC's requested expense and rate base allowances,
but rejects certain of the LDC's rate design proposals, including a special program
for low-income customers and an incentive or performance-based rate plan.
Commission explains that a new docket is being opened to further review low-income
assistance measures, while the LDC is free to resubmit its incentive rate plan if
modified to meet the commission's concerns.

P.U.R.

ORDER on appeal of a proposed Order of Hearing Examiner in a natural gas rate
As modified, the local distribution company (LDC) is authorized to increase
revenues by $2 . 878 million . .2 4981 E

Q. 131

94 MD PSC 329
94 md.p.s.c. 329, 2003 WL 23282178 (md.p.s.c.)
(Publication page references are not available for this document.)
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[9] After careful consideration of the arguments, the Commission rejects Staff's
request to reduce WGL's proposed incentive compensation expense. While staff
compares this proposal to the Commission's treatment of an incentive compensation
proposal in Case no. 8829, [FN16] the present is different since wsiiva '
incentive compensation proposal~_includes .
The record indicates that customer satisfaction, -Safe operation, and efficiency in
delivery of services are among the criteria_that; are evaluated before incentive
payments are pads under _t:he_lwGL Proposal.

Finally, WGL requests clarification that new accruals for depreciation (ac new
rates set in Case no. 8960) will not have to he booked until after WGL receives
authorization to change the rate charged to customers. The Ca~ ~mission confirms that
new accruals shall not be booked until after the rate change to customers is put
into effect. The Co~ ~mission orders WGL to file revised tariff sheets in order to
implement any necessary rate changes. These revised tariff sheets shall be filed
and considered for acceptance for filing at an Administrative Meeting of the
Commission.

, . . a9ré9_§,Wii=»1%l.5=!1§ .
that the total amount.of exeqdtzive - .  '

-:hf
[FN17] The;°efore, since t.}1e toggle
market level, [FN18] the Counnnission.'find§.

D.

The Commission will not condition any changes to base rates pursuant to the
outcome of Case no. 8960 on the earnings test recommended in the Proposed Order.
Given the temporal proximity of this case and Case No. 8960, the extra
administrative step of the earnings test is unnecessary. The Commission accepts
OPC's recommendation to set a July 1, 2004, deadline for the implementation of any
changes because of the depreciation case.

more i1f¢°r£ahE;9, the d¢¢nlli1lii1bn .H§§"£1;1g §¢§liz1nerl7s  ̀Eohciusién
1 . . `$99989g§io:} oQQséd,_,,_inc1udin9 t;11e inécntive

component, is in 1i.ne.̀  with -E£,er_ed h9..sig\i1;"*l§_§\pqieB fQ1:~§imi1ar
cgnnnpoqgation n494§&. s __

0@£ nd »t ; :4$; ¥4si
as part of ccmponlitio ié rgahonabléf The Cclumudalion fdr1=h¢r..zin¢» that .basins a

Both Staff and WGL agree that the results in case No. 8960 can result in changes
in either direction. Depreciation rates may increase or decrease, and, thus, income
may also increase or decrease. The Commission concurs that both possibilities
exist. The Commission directs that the base rates that flow from income changes, as
a result of the depreciation rate decisions in Case No. 8960, be implemented
regardless of the direction of the effect upon base rates.

The Commission affirms the Proposed Order with respect to the implementation of
the outcome of Case No. 8960 regarding the changes to annual depreciation expense
and rate base, but declines to impose the earnings test. The Commission is mindful
of the administrative burdens that would be created if another rate case had to be
litigated on the heels of this one simply to fold the results of case no. 8960 into
the rate-making equation. A depreciation order will be issued during the rate-
effective period, which means that any additional changes that are made will be
related to the evidentiary foundation of the rates initially set here, in Case No.
8959. The Commission approves the Hearing Bxaminer ' s proposed treatment of
depreciation in connection with Case no. 8960, and determines that this treatment
will appropriately and reasonably address anticipated depreciation expense in this
rate case. [FN15]

and relied upon in the Proposed Order. Both Staff and WGL argue that the earnings
test aspect of the Proposed Order should be overturned.

94 MD PSC 329
94 Md.p.s.c. 329, 2003 WL 23282178 (Md.P.S.C.)
(Publication page references are not available for this document.)
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The Commission also rejects both OPC's and Staff's requests to modify the Proposed
Order to include the additional benefit of carrying costs on the unamortized
portion of this gain, since the increased lease expenses are also not being
recognized. While the Commission has granted carrying costs in the past when it
deemed it appropriate, it does not believe that carrying costs are warranted in
this instance.

In accepting the Hearing Examiner's treatment of this gain, the Commission rejects
GL's request to recognize new, higher operating costs of the transaction. The

Hearing Examiner was unwilling to rely on this information, which was first
introduced in the rebuttal stage of the proceeding. The Commission declines to
disturb the Proposed Order's treatment of this issue. Although the higher operating
costs were not utilized, the Hearing Examiner did take notice that the costs were
higher in granting a fifteen~year amortization on returning the gain from the sale
to ratepayers. This is a substantial benefit to the Company, and, in the
Commission's view, is fair to WGL.

[11, 12] The Commission concurs with the decision in the Proposed Order to apply
the above-the-line treatment to the gain realized by the Company on the sale of its
headquarters. [FN21] The above-the-line treatment of this gain is consistent with
Commission precedent. For the reasons stated in the Proposed Order, the Commission
also finds that it is reasonable to amortize this gain over fifteen years instead
of providing customers with a one time bill credit of $4,76S,914, as proposed by
Staff.

Finally, the Commission concurs with the Hearing Examiner's conclusion [FN22]
to institute an investigation of the Company's sale of its headquarters to
determine if said sale was prudent. staff has not presented sufficient: evidence in
this case to justify the initiation of such an investigation.

[10] The Commission agrees with the Hearing Examiner that the projected level of
expense for the Company's public liability insurance premiums is reasonable and
well supported by the evidence. [FN19] In doing so, the Commission rejects Staff's
arguments that the pro forma adjustment proposed by WGL is both speculative and
unreasonable. The Company presented sufficient evidence of these necessary and
proper business expenses. The Company supported its adjustment by initially
presenting estimates of these costs from its insurance brokers and subsequently
confirming these estimates by presenting actual invoices for these costs.
Furthermore, the Commission agrees with the observation in the Proposed Order
[FN20] that the simple fact that WGL has not experienced catastrophic losses in the
past is not a basis to stop insuring against such losses in the future.

The Commission rejects OPC's challenge to the Proposed Order's acceptance of the
Company's proposed revenue correction f actors. correction factors are a means to

port
e38.a
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94 MD PSC 329
94 md.p.s.c. 329, 2003 WL 23282178 (Md.P.S.C.)
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MODIFIED FINAL ORDER

DONALD L . SODERBERG I Chairman and presiding Officer

J O ANN p. KELLY, Commissioner

REBECCA D. WAGNER I Commissioner I (Dissenting to Paragraph 120) 3
By the Commission:

ft'a
.f
.;

("Conunission" )

7%
as
9
8

The Public Utilities commission of Nevada
findings and conclusions:

makes the following 1
ii
.>

4
2
5

3I. Procedural History
\

5

in

1. On November 17, 2006, Nevada Power Company ("NPC") filed with the Public
Utilities Co~ ~mission of Nevada ("Commission") an Application, designated as Docket
No. 06-11022, for authority to increase its general rates to all classes of
electric customers to reflect an increase in its annual revenue requirement for
general rates and for relief properly related thereto. NPC requests an increase
annual revenues of $172.4 million, which is approximately an 8% increase over
present revenues. The impact of the Application varies by customer rate class.
proposed average impact for all residential customer classes is 12.25%.

The
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2. Also on November 17, 2006, NPC filed with the Commission an Application,
designated as Docket No. 06-11023, for approval of new and revised depreciation and
amortization rates for electric operations. Specifically, the Application requests
an increase to current annual depreciation and amortization expenses of
approximately $54 million. In Docket no. 03-10002, NPC sought and was granted a
delay in implementing revised depreciation rates. As such, current effective
depreciation rates were last set in 1991.

g
i.2
i

l
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3. These Applications are filed pursuant to the Nevada Revised Statutes ("NRS")
and the Nevada Administrative Code ("NAC") , chapters 703 and 704, including but not
limited to NRS 704.110 and NAC 703.2715, 703.278 and 703.2201 et seq.

\
\
l

8
s
r

4. The Commission has issued a public notice of the above-referenced Applications
in accordance with state law and the Commission's Rules of Practice and Procedure.

a
2

=
i

a

the Presiding officer has consolidated the above-5. Pursuant to NAC 703.740,
referenced dockets •
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166. Sathien Arulanantham, Manager of Internal Financial Reporting, disagreed with
the BCP's proposal to normalize STIP costs. STIP payments are based on current
salaries. Normalizing costs over a six-year period would incorporate into rates
historic salaries that have no relationship to current and future expenses.
Additionally, the BCP's proposal to include the 2003 zero STIP payment for
normalization purposes artificially reduces the STIP expense not only below
expected expense levels but also below the test year expense level. (Exhibit 122 at
3.)

NPC's Rebuttal Position

165. Ms. pistoresi recommended that the Commission accept NPC's request to allow
recovery of calendar year 2006 STIP expenses. The Commission has expressed general
support of the incentive payment plan concept as long as the p1an*s goal meets the
regulatory requirement of reliable service at reasonable rates. Nonetheless, the
Commission has disallowed recovery under certain circumstances, such as a decline
in financial condition. NPC has demonstrated that the 2006 STIP goals comply with
the regulatory requirements, and NPC has demonstrated that the 2005 STIP goals met
the regulatory requirements and were actually paid. while NPC is not yet investment
grade, NPC's financial condition has improved. (Exhibit 97 at 1, 10-11.)

..11*'" :.!" .'* _ ih9.:_==P_¢
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164. The BCP did not have sufficient information to~ execute this calculation, but
stated that it intended to calculate a six-year average of the STIP layouts to
regular and straight-time pay from 2001-2006 and apply this "normalized" ratio to
the test-year annualized level of regular and straight-time pay calculated by NPC
as of October 31, 2006. The STIP payments would then be subtracted from the BCP's
proposed normalized STIP payout to arrive at a total company adjustment. This
total-company STIP payout adjustment will then be allocated to various expense and
capital functions on the basis of the test year distribution of payroll, as NPC
distributed its proposed payroll expense adjustment. (Id. at 64-65.)

Staff's Position

163 . Mr. Dittmer proposed to normalize the STIP expense by considering the average
payout experienced over the last six years. In 2003, SPR made no STIP payments due
to financial constraints. In the other years included in. the BCP's six-year STIP
average, STIP layouts as a percentage of regular straight time pay ranged from 0.0%
to 8.7% for NPC. (Exhibit 59 at 62-63.)

rewarding reliability and customer satisfaction and not financial performance .
Based upon the 2006 amounts, MGM estimated this would reduce STIP costs by
$2,'747,000. Approximately 50% of STIP performance payout in 2006 was related to
financial performance measures. If designed properly, the 50% financial performance
measures should be paid for by the financial savings. (Id. at 13-14.)

BCP's Position

slip Copy
2007 WL 2171450 (Nev.P.U.C.)
(Publication page references are not available for this document.)
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168. with regard to the BCP's proposal, the Commission believes normalization of
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171. NPC stated that SPR's goal was to achieve a median compensation position as
compared to its competitors, which would allow NPC to attract and retain qualified
and motivated employees on a 1ong-term basis. However, NPC's executive total
compensation falls within the lower end of the competitive range. SERP is a
competitive and normal cost of .business... Based upon a database of 2004 executive
he*nef:§,t_._pract ices.!._ ,1':epoII:!S.ed889.5&. g..f»

..
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173. Mr. Garrett recommended that the SERP costs be removed from revenue
requirement in this proceeding. Under the MGM proposal, ratepayers would pay for
all of the executive benefits included in NPC's regular pension plans, and
stockholders would pay for the additional executive benefits included in the SERP.
For ratemaking purposes, stockholders should bear the additional costs associated
with the SERP benefits to highly compensated executives because these costs are not

MGM's Position

172. NPC stated that, in SPPC's 2005 GRC, the Commission had disallowed 50% of the
SERP costs. The Commission noted that full recovery would be premature until such
time as SPPC had regained financial stability. Since then, the outlook for SPR has
improved. In light of this, NPC stated that it was appropriate to include 100% of
the SERP costs in NPC's rates in this proceeding. (Exhibit 66 at 26~27.)

170. Mr. wood testified that NPC was seeking to recover SERP costs, which were
disallowed in NPC's 2003 GRC. Recovery of SERP will increase revenue requirements
by $1,052,000. NPC asserted that SERP ensures the payment of a competitive level of
retirement income to attract, retain, and motivate selected executives. SERP
eligibility is "is limited to elected officers." The SERP is composed of two
components: the supplemental retirement plan and the restoration plan. The
restoration plan is to restore benefits not allowed under NPC's qualified
retirement plan due to Internal Revenue Code limitations on benefits payable.
(Exhibit 3 at Statement p, p- 8; Exhibit 66 at 1, 23-24.)

NPC'S Position

H. Supplemental Executive Retirement Plan ( "SERP") and Restoration Plan

'-§8i6>9. 'QQ up Q 88899

59 99 '388 ¥: ' c t ____.__Q. 9

STIP costs in this proceeding is inappropriate. The purpo
arrive at an expense level that is more representative of
costs than those which occurred in the test year. In this
intended to smooth the peaks and valleys of utility expert
setting rates. The BCP, by taking a six-year average chic
STIP expenditures, created an artificially low level of e
financial condition in 2003 prohibited STIP payments. The
demonstrates that the financial position has improved, an
indications that it will continue to do so. Therefore, Rh
expenditures for STIP in the near future seems remote and
when setting the appropriate level for STIP expenditures.
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1 should be  equa lly sha red.

2

3

4

Q.

5

6

Do  yo u  ag ree  with  Mr. S mith 's  p o s itio n ?

No, I do not. I be lie ve  he  continue s  to ignore  the  re a lity tha t to a ttra ct a nd re ta in s kille d

employees "to ta l ca s h  co mp en s a tio n " ha s  to  be  s e t a t a  com pe titive  le ve l.  The  P EP  is

pa rt of tota l ca sh compe nsa tion. The  Compa ny curre ntly ta rge ts  the  me dia n of the  ma rke t

for tota l ca sh compensa tion and ha s  provided evidence  in support of the  Company's  review

of such. If the  Compa ny is  de nie d re cove ry of the se  cos ts , it is  re a sona ble  to a s sume  tha t

the re  will be  pre s s ure  to e lim ina te  the  ince ntive  progra m a nd provide  ma rke t le ve l tota l

ca s h  com pe ns a tion com ple te ly through ba s e  wa ge s ,  with  no portion  be ing va ria ble  in

future  proce e dings . It s ta nds  to  re a s on  tha t the  Com pa ny will a tte m pt to  m od ify its

compe ns a tion progra ms  to optimize  the  opportunity to re cove r its  a ctua l cos t to provide

marke t-based wages.

However, I believe that the program currently being provided by the Company provides a

greater benefit to the customer rather than just paying market-based wages in the form of

base salary, with no portion of compensation being at-risk.. As I have previously stated in

my Rebuttal Testimony, by putting a portion of employee pay at-risk through a variable pay

program, the Company can use that as a tool to affect the behavior of eligible employees

and to provide and promote additional benefits to customers without increasing cost.

It provide s  a  tool to  he lp the  Com pa ny re ta in the  m ore  s kille d a nd m ore  productive
employees , which bene fits  the  customers .

It he lps  to reduce  the  compounding cost of base  wage  increases , which a lso reduces  the
cost of bene fits  tha t a re  directly linked to base  wages , which bene fits  cus tomers .

7

8

9

10

11

12

13

14

15

16

17

18

19

2 0

2 1

2 2

23

2 4

2 5

2 6

2 7

It is  ba s e d  on  ta rge te d  goa ls  a nd  ob je c tive s  de s igne d  to  be ne fit c us tom e rs  a nd
shareholders .

A.

5
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1

2

re turn on equity ta rgets  and customer to employee  ra tios. The  Company's  PEP is  based

on broader and more  wide-ranging factors , of which financia l performance  is  only a  part

3 of the consideration.

4

5 Q. You mention the PEP is for all non-unions employees. Why are union employees

6

7

8

9

1 0

n o t  e lig ib le  fo r  P EP  c o m p e n s a t io n ?

The  un ion  e m ploye e s  wa ge  ra te s  a re  c o lle c tive ly ba rga ine d  a nd  up  to  th is  tim e  the  un ion

m e m b e rs  h a ve  n o t b e e n  re c e p tive  to  p u ttin g  a n y p o rtio n  o f a n  in d ivid u a l's  p a y a t-ris k

a n d /o r  a llo w in g  e q u iva le n t  g ra d e  e m p lo ye e s  to  e a rn  d iffe r in g  p a y le ve ls  b a s e d  o n

pe rfo rma nce .

11

1 2 Q. Have other states fully allowed incentive compensation expenses for similar

13

1 4 a n d  its

15

1 6

1 7

1 8

p ro g ra m s ?

Ye s .  Two  c a s e s  s ta n d  o u t .  O n e  in vo lve d  Ne va d a  P o we r C o m p a n y ("NP C ") -

ma na ge ria l,  p ro fe s s iona l,  a dmin is tra tive  a nd  te chn ica l S hort-Te rm Ince n tive  P rogra m a nd

To ta l R e w a rd s  p ro g ra m  in  2 0 0 2 ! Th e s e  p ro g ra m s  c o n s id e re d  tra d it io n a l p a y a n d

b e n e fits ,  a m o n g  o th e r th in g s ,  a n d  p ro vid e d  in c e n tive  p a y fo r in d ivid u a l p e rfo rm a n c e  a n d

fo r c o n trib u tin g  to  NP C's  o ve ra ll s e rvic e  a n d  fin a n c ia l p e rfo rm a n c e .  F a c to rs  c o n s id e re d

1 9

2 0

2 1

22

inc lude d  qua lity o f s e rvice , s ys te m pe rfo rma nce , re lia b ility a nd  cos t re duc tion  goa ls .  NP C

witne s s e s  te s tifie d  tha t its  p rogra m a ttra c te d  a nd  re ta ine d  e mploye e s  ne e de d  to  con tinue

to  p rovide  e xce lle n t s e rvice  to  NP C's  cus tome rs  -. .  while  a ls o  ke e p ing  downwa rd  p re s s ure

on ba s e  s a la ry incre a s e s  a nd tha t its  ince ntive  progra m cos ts  we re  a n  e s s e ntia l compone nt

o f NP C 's  b a s ic  la b o r c o s ts .  Th e  Ne va d a  P u b lic  Utilitie s  C o m m is s io n  fo u n d  th a t NP C 's23

24

25

26

incentive program helped NPC to provide reliable service at reasonable rates and

allowed NPC's adjustments for its incentive program In 2007, the Nevada Commission

confirmed that NPC's STIP Program did benefit ratepayers either directly or indirectly

27

A.

A.

I Before the Nevada Public Utilities Commission, Docket No. 01-10001, 2002 WL 32862407.

11
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1 Q. Right.

2

3

4

Page 831

My original question to you was whether

this compensation that the employees receive under the PEP

can be characterized as incentive compensation.

Yes, it's incentive compensation to the

5

6

A.

individual employees.

And it's correct that only nonunion employees are

7

Q.

eligible; correct?

A. To date we have not been successful letyes8

9

10

11

12

13

14

Q.

A.

15

me answer your question.

To date we haven't been successful in getting

bargaining union employee to include an incentive for

variable pay component to their salaries.

And when was it first implemented?

At the time UNS Electric was brought in to the

UniSource group, they had a PEP plan from day one, as f ar

a s I'm aware.16

17

18

19

Q- Okay. And at the point of time when it was first

implemented, the UNS Electric non-union salaries were not

reduced, were they?

20 A.

21

A.

22

23

24

I2 5

Could you repeat that again?

Q. At the time it was first implemented, the UNS

Electric non-union salaries were not reduced, were they?

At that time we did not reduce any of the base

wages because in the studies that were done -~ the study

that was done it was found that those employees were

UNS Electric / Rates
E-04204A-06-0783

9/14/2007
Vol. V

Arizona Reporting Service, Inc. www.az-reporting.com
Court Reporting & Videoconferencing Center

(602) 274-9944
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1

2

the  com pe ns a tion a nd be ne fit pa cka ge s  of the  UNS  Ele ctric  e m ploye e s  (including

incentive compensation) are  not prudent or reasonable.

3

4 Q-

5

Has there been any recent Commission decisions since the Southwest Gas decision

sited by Mr. Smith that address the recovery of incentive compensation expenses?

6 Yes . Com m is s ion De cis ion No. 69663 (J une  28, 2007) for Arizona  P ublic  S e rvice

7

8

9

1 0

11

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20

2 1

22

23

Company ("APS"), a llowed for recovery of its  Cash-based Incentive  Compensa tion plan

expenses . The Commiss ion s ta ted in Decis ion No. 69663 on page 37 that:

"APS ' variable  incentive  program is  an "a t risk" pay program where  a  part

of an employee 's  annual cash compensation is  put a t risk and expecta tions

a re  e s ta b lis he d for the  e m ploye e  a t the  s ta rt of the  ye a r. If ce rta in

perfonnance results  are achieved, a  predictable award will be earned based

upon objective  crite ria . The  actua l amount of the  award depends  upon the

achieved results . The  inte nt of the  p la n is  to: link pa y with bus ine s s

performance and personal contributions  to results , motivate  participants  to

achieve  higher leve ls  of pe rformance , communica te  and focus  on critica l

success  measures , reinforce des ired business  behaviors , as  well as  results ,

a nd to re inforce  a n e mploye e  owne rs hip  culture . (AP S  Exhibit No. 51,

Gordon Re butta l, p. 8) S ta ff did not oppos e  inclus ion of the  TY va ria ble

ince ntive  e xpe ns e  in cos t of s e rvice , noting  tha t a lthough corpora te

earnings  serve  as  a  threshold or precondition to the  payout, the  TY level of

e xpe ns e  is  tie d prima rily to pe rforma nce  me a s ure s  tha t dire ctly be ne fit

AP S  cus tome rs . (S ta ff Exhibit No. 43, Dittme r Dire ct, p . ll)"

24

25 Q.

26

27

Is  UNS Electric 's  PEP the  s am e as  SWG's  Managem ent Incen tive  Program ?

No. S WG's  MIP  progra m a ppe a rs  limite d to ma na ge me nt pe rs onne l. UNS  Ele ctric 's

PEP is  for a ll non-union employees . Furthe r, SWG's  MIP  appears  s pecifica lly re la ted to

A.

A.

1 0
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DOCKET no. E~01345A-05-0816 ET AL.

1

2

3

the Ty." APS' variable incentive program is an "at risk" pay program where a part of an employee's

annual cash compensation is put at risk and expectations are established for the employee at the start

of the year. If certain performance results are achieved, a predictable award will be earned based

4 upon objective criteria. The actual amount of the award depends upon the achieved results. The

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

intent of the plan is to: link pay with business performance and personal contributions to results,

motivate participants to achieve higher levels of performance, communicate and focus on critical

success measures, reinforce desired business behaviors, as well as results, and to reinforce an

employee ownership culture. (APS Exhibit No. 51, Gordon Rebuttal, p. 8) Staff did not oppose

inclusion of the TY variable incentive expense in cost of service, noting that although corporate

earnings serve as a threshold or precondition to the payout, the TY level of expense is tied primarily

to performance measures that directly benefit APS customers. (Staff Exhibit No. 43, Dittmer Direct,

P- 110)

RUCO proposed an adjustment reducing APS' cash-based incentive program expense by

approximately 20 percent, or $4,563,000. The adjustment is based on a policy recommendation that

ratepayers should not be expected to shoulder the entire incentive program that allows APS

employees to earn additional compensation when APS ratepayers have experienced repeated rate

increases over the past two years. APS opposes RUCO's adjustment as arbitrary and without

analysis or justification, In its Reply Brief, RUCO indicates that it is not recommending adoption of

both the RUCO and the Staff adjustment to incentive pay, and that Commission adoption of either

one would be appropriate. We adopted the Staff adjustment for the reasons set forth above, and

believe that adjustment will reflect an appropriate level of incentive compensation. Therefore we will

22

23

not adopt RUCO's adj vestment.

2.

24

Uncontested Operating Adjustments

Spent Fuel Storagea.

No party has disputed APS' final adjustment to increase purchased power and fuel costs by

26 $10,653,000 to reflect the Company's ongoiNg ACC Jurisdictional costs for interim storage of spent

25

27

28

28 Total expensewas $2l,727,033, but the Company voluntarily eliminated Officers' cash-basedcompensation in the
amount of $3,895,l47, leaving$17,831,886 in the proposed TY costof service. Staff Exhibit S-34, Dittmer Direct p. 107,
footnote 3 l.

37 DECIS ION NO. 69663

I

4
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1 measurable and is what should be the basis for evaluation. Fourth, the 2005 award was

2

3

4

5

6

not a n a rbitra ry a wa rd a pprove d by the  Boa rd, but wa s  ba s e d on the  re m a ining goa ls  a nd

obje c tive s  of the  2005 P EP  tha t we re  a chie ve d a nd not re la te d to  fina nc ia l pe rfonna nce .

T h e  fin a n c ia l g o a l wa s  m is s e d  p r im a r ily a s  a  re s u lt  o f a n  u n p la n n e d  o u ta g e  a t

S pringe rville . This  a wa rd wa s  pa id  to  re a l e m ploye e s  a nd wa s  ba s e d on re a l e fforts  a nd

re a l re s ults  the y a chie ve d. Fina lly, the  progra m  a pplie s  to  "a ll" non-union e m ploye e s , not

jus t m a na ge rs  or e xe cutive s . The  e m ploye e s  provide  dire ct be ne fits  to cus tom e rs  in te rm s

of e ns uring a  high le ve l of s e rvice , re lia bility a nd s a fe ty.

D. Rate Case Expense (RUCO Income Statement Adjustment 5).

7

8

9

10

11

12

13

14

Q. Do  yo u  ag ree  with  Mr. Mo o re 's  ad ju s tmen t to  ra te  cas e  exp en s e?

No ,  Mr.  Moore 's  pos ition  is  s im ila r to  S ta ffs  pos ition .  I s trong ly d is a g re e  with  Mr.

Moore  on the  s a m e  grounds  a s  d is cus s e d e a rlie r whe n I re butte d  Mr.  S m ith 's  Dire c t

Te s timony.

E. Postage Expense (RUCO Income Statement Adjustment 8).

Do you agree with Mr. Moore's adjustment to postage expense?

15

16

17

18

19 Q.

20  A.

21

22

23

24

25

26

27

No. Mr. Moore takes test year activity and adjusts for recent postal rate increases and

then calculates a test year cost per average customer. He then applies that rate to

RUCO's annualized average number of customers to come up with an annualized postage

expense. This can be a fair approach if costs within the test year are indicative of normal

act iv i ty and stable,  howev er postage expense for UNS Electr ic has f luctuated

significantly.

29

J
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1 me a sura ble  a nd is  wha t should be  the  ba s is  for e va lua tion. Fourth, the  2005 a wa rd wa s

2 not a n a rbitra ry a wa rd a pprove d by the  Boa rd, but wa s  ba se d on the  re ma ining goa ls  a nd

obje ctive s  of the  2005 P EP  tha t we re  a chie ve d a nd not re la te d to fina ncia l pe rforma nce .

Th e  fin a n c ia l g o a l wa s  m is s e d  p rim a rily a s  a  re s u lt  o f a n  u n p la n n e d  o u ta g e  a t

S pringe rville . This  a wa rd wa s  pa id to re a l e mploye e s  a nd wa s  ba se d on re a l e fforts  a nd

re a l re sults  the y a chie ve d. Fina lly, the  progra m a pplie s  to "a ll" non-union e mploye e s , not

jus t manage rs  or executive s . The  employees  provide  direct bene fits  to cus tomers  in te rms

of e nsuring a  high le ve l of se rvice , re lia bility a nd sa fe ty.

D. Rate Case Expense (RUCO Income Statement Adjustment 5).

Q-

A.

Do you a gre e  with Mr. Moore 's  a djus tm e nt to  ra te  ca s e  e xpe ns e ?

No,  Mr.  Moore 's  pos ition  is  s im ila r to  S ta ff"s  pos ition .  I s trong ly d is a g re e  with  Mr.

Moore  on the  s a m e  grounds  a s  d is cus s e d e a rlie r whe n I re butte d  Mr.  S m ith 's  Dire c t

Te s timony.

E. Postage Expense (RUCO Income Statement Adjustment 8).

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19 Q.

2 0 A.

21

22

23

24

25

26

27

Do you agree with Mr. Moore's adjustment to postage expense?

No. Mr. Moore takes test year activity and adjusts for recent postal rate increases and

then calculates a test year cost per average customer. He then applies that rate to

RUCO's annualized average number of customers to come up with an annualized postage

expense. This can be a fair approach if costs within the test year are indicative of normal

act iv i ty and stable,  howev er postage expense for UNS Electr ic has f luctuated

significantly.

29
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Page 580

'04 and '05'03 was a partial year.1 four-year average.

2 were the only full years that I had to base that

3 comparison on.

4 The reason I used an average is because that even

5 though it's recurring every year from a corporate

6 standpoint, it ranges from a 50 percent to 150 percent

I think it makes7 payout. Some years it's not as much.

8 more sense to normalize that, and for the customers the

9 amount that's recovered through rates to reflect a more

10 expected level.

11 it's not aQ. So this adjustment that you made,

12 typical and recurring expense, is it?

13 A. I think I just went through quite a bit of

14 explanation that it was.

15 Q . So the way that you have done it, you believe it

16 was a recurring expense; correct?

17 A. Yes, I do.

18 Q . Were the targets met in 2004?

19 A. Yes.

20 Q .

21 A. Yes. I mean, we can go down

At a corporate level

You know, so some were hit and

Were they met in 2006?

Well, in general.

22 through every target in 2006.

23 there's probably a dozen.

25 150 percent.

24 some were not, and that's where you get to the 100,

If every target was achieved it would be

4

4

s
s

9
3

l

I

1 4



1 150 percent.

Page 581

If a certain amount of targets were achieved

2 it's 50 percent.

3 Q. In your rejoinder at Page 19, Mr. Dukes, you

4 criticize RUCO for opposing the expense based on strict

5 adherence to the historical test year principle; correct?

6 A. Yes.

7 Q. During 2005, nothing was paid under the PEP.

8 We've established that; correct?

9 A. No. That's what I justI don't agree with that.

10 responded that, in my opinion, it was a variable payment

11 that was made in 2005. I think that also ignores the fact

13 Q .

12 that there was a payment in '06.

Well, the payment in 2005 -- and I don't want to

14 split hairs, but the SRA and the PEP are two different

16 A.

And I

15 programs regardless of how you look at it, aren't they?

I don't believe so. I think they were based on

17 the same premise awarded by the same board.

18 believe, you know, that that's -- that it was intended as

19 a part of the variable pay, the at-risk pay, to reward the

20 employees within the confines of the variable pay program,

21 the PEP program at that time.

22 Q .

23 instead of an SRA?

So why didn't you just call it a PEP program

Why did you create a special

24 recognition award?

25 A. I'm not aUnfortunately, I can't answer that.

Sr
28

g*r
8

9

8
8¥
8
l
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i
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2

1 nonrecurring event.

Under what ratemaking principle is the company

3 making its recommendation?

A.4

I think if -- you

Well, again, I don't agree with the nonrecurring

5 classification of the expense for 2005.

6 just said it. There was an expense in 2004 for the

There was an expense for 2005 under a different7 program.

And then there was an

We

8 name but still under the program.

9 expense in 2006, and we anticipate an expense in 2007.

I don't see that as10 have it budgeted in 2008.

12 Q. Are you finished?

11 nonrecurring.

I'm sorry.

A.13 Yes, sir.

14 Q. What percentage of the company's workers are

A.16

17 total

15 union employees?

Oh, gosh. Percentage-wise, I could look up the

I think I recall from a data request it's like 26

18 employees of UNS Electric or 28 during the test year were

19 awarded PEP.

20 Q.

21 PEP?

He'sA.22

What kind of employees are participants in the

Can you describe the type of employee?

Sure. Mr. Ferry is one of the employees.

23 basically the manager of UNS Electric. You have got the

24 accounting managers down there, the engineers, the

You have got the25 supervisors for customer service.
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'04 and '051 four-year average. '03 was a partial year.

2 were the only full years that I had to base that

3 comparison on.

4 The reason I used an average is because that even

5 though it's recurring every year from a corporate

6 standpoint, it ranges from a 50 percent to 150 percent

I think it makesSome years it's not as much.7 payout.

8 more sense to normalize that, and for the customers the

9 amount that's recovered through rates to reflect a more

10 expected level.

it's not a11 Q. So this adjustment that you made,

is it?12 typical and recurring expense,

IA. think I13 just went through quite a bit of

14 explanation that it was.

15 Q. So the way that you have done it, you believe it

16 was a recurring expense; correct?

A.17 Yes, I do.

18 Q. Were the targets met in 2004?

A. Yes.19

20 Q.

A. Yes.21 I mean, we can go down

At a corporate level

You know, so some were hit and

Were they met in 2006?

Well, in general.

22 through every target in 2006.

23 there's probably a dozen.

24 some were not, and that's where you get to the 100,

If every target was achieved it would be25 150 percent.

L
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programs or benefits are1 wages, incentives, any kind of

•2 decided

3 So at this time, I think Mr. Pignatelli mentioned

4 this earlier, we've pursued incentive or variable pay

5 programs for the bargained employees, the union employees,

6 but to date we have not got agreement from them to use

7 such a program.

•8 And as far as the particulars of the PEP programQ

9 are concerned, when payments are made under the PEP,

10 30 percent of the payment is tied to triggers relating to

11 the company achieving certain financial goals; is that

12 correct?

A.13 In the '06 program forward, yes.

14 And another 30 percent is tied to achievingQ.

15 certain cost containment goals; correct?

2008A.16 Again, in the 2006 program, 2007 program.

17 has not been laid out yet, but I anticipate it would be

18 similar.

19 And the final 40 percent is tied to the customerQ.

20 service related goals; correct?

Just one minute.A.21

22 Q. And I'm referring to Page 7 of your rebuttal

23 testimony just so you see where I'm going with this.

A.24 Did you say Page 7?

Yes.25 Lines ll through 16.Q.
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1 Q.

Page 574

I have quite a few categories, so I'll start with

2 the incentive compensation.

3 UNS Electric has an incentive compensation plan

4 called the Performance Enhancement Plan; is that correct?

A.5

6 Q.

Yes, their employees take part in that program.

And let's just refer to it as PEP for

7 short.

Okay.

I think that's what you refer to it as in your

8 testimony, PEP; correct?

A. Yes.9

10 Q. Certain performance goals have to be met before a

11 payout is made under the PEP; is that correct?

Yeah.A.12 I mean, every year certain performance

13 goals -- certain financial measures are put in place by

14 ultimately the board and the compensation committee, and

15 those objectives are then ultimately pushed down to

16 individual employee levels. And individual employees have

17 goals that they must attain that hopefully give them --

18 that arise to meet those objectives at the company-wide

19 level.

20 Q. And is the PEP only eligible for a select group

21 of non-union employees?

It's allA.22 I mean, I wouldn't use the term select.

23 non-union employees. The union employees, their wages are

24 based on bargained -- you know, they have a bargaining

25 unit, they sit down with the company, and that's how their

8

3

a

aramsewaa <as=¢4a¢¢¢e=4w#2us>~aals¢e<saa\w»¢»s
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1A.1 Yes

42 Q Now, how do you measure, Mr. Dukes, whether or

3 not the company achieves its customer service goals?

A.4 Well, they were broken up into many categories.

Some of those5 I believe it is provided in data responses.

6 categories are response time in the customer service

7 center; some of those are volunteer hours; some of those

8 are reliability issues; leakage per mile when you're

1
I9 talking about the gas company; implementation of programs

10 safety measures, comparisons to OSHA incident rates,

11 things of that nature.

And12 And again, that's at the company-wide level.

13 then as you go to individual departments and employees, if

14 you're in a customer service department, obviously they're

15 going to have individual goals that are set for each

16 employee that have a line of sight probably, most likely,

17 to like the call response time and the more customer

18 support issues.

19 Q. Would you agree with me, Mr. Dukes, that the

20 company benefits -- excuse me -- that the shareholders

21 would benefit from the achievement of the company's

22 financial goals?

A.23 Well, I would agree that the customers, the

24 employees, and the shareholders benefit from these

25 programs.
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1

2

3

4

5

6

note d tha t Gulf offe rs  a  pla n cons is ting of ba s e  s a la ry a nd ince ntive  compe ns a tion a nd

tha t only re ce iving a  ba s e  s a la ry would m e a n Gulf e m ploye e s  would be  com pe ns a te d

b e lo w e m p lo ye e s  a t  o th e r c o m p a n ie s .  Th e  Ma ryla n d  P u b lic  S e rv ic e  C o m m is s io n

("MP S C") a llowe d ince ntive  compe ns a tion for Wa s hington Ga s  Light Compa ny in 2003

be ca us e  the  MP S C found tha t Wa s hington's  ince ntive  compe ns a tion propos a l include s

crite ria  dire ctly be ne fiting ra te pa ye rs .5 Cle a rly, othe r Commiss ions  ha ve  re cognize d how

progra m s  s im ila r to  UNS  Ele c tric 's  P EP  provide  dire c t be ne fit to  ra te pa ye rs  a nd a re

re la te d to providing re lia ble  s e rvice  to cus tome rs  a t re a sona ble  ra te s . Ne ithe r S ta ff, nor

RUCO for tha t ma tte r, re a lly dispute  UNS  Ele ctric 's  P EP  cos ts  a s  unre a sona ble  or non-

re curring. As  I e xpla ine d in my Dire ct Te s timony, UNS  Ele ctric 's  P EP  is  a n inte gra l pa rt

of the  Compa ny's  compe ns a tion a nd be ne fits  progra m, re la te d to core  goa ls  including

sys tem re liability, ope ra tiona l cos t conta inment, a s  we ll a s  cus tomer se rvice  a rid financia l

pe rforma nce . But ha ving fina ncia l pe rforma nce  a s  pa rt of the  P EP  e va lua tion doe s  not

jus tify S ta ffs  re comme nda tion; the  P EP  is  not sole ly ba se d on fina ncia l pe rforma nce , the

cos ts  a re  re a s ona ble  a nd the  bottom  line  is  tha t a ll the  e vide nce  points  to  a ll of UNS

Electric's  P EP  expenses  a s  appropria te ly included.

2. officer's Long Term Incentive Program.

Q- Do you agree with Mr. Smith's adjustments related to the Officer's Long Term

Incentive Program?

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

No, I do not. Mr. S mith a ga in s imply a pplie s  a n e qua l sha ring of the  cos t me thodology to

this  progra m a nd I disa gre e  with the  ba se  a ssumptions  be hind such tre a tme nt. The  cos ts

a t dis pute  he re  a re  long te rm  ince ntive  cos ts  a lloca te d to  the  Com pa ny from  Tucs on

Ele ctric P owe r Compa ny ("TEP ") for e xe cutive  ove rs ight of UNS  Ele ctric.

A.

5 Case No. 8959, Order No. 78757 (94 Md.p.s.c. 329)

13
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1

2

3

4

These  cos ts  repre sent a  portion of the  Office rs ' tota l compensa tion tha t is  va riable  and put

a t ris k,  but a re  a n  in te gra l pa rt of a  com pe titive  com pe ns a tion  progra m . This to ta l

compens a tion is  ta rge te d a t the  me dia n of the  pe e r group a s  re vie we d by a n inde pe nde nt

consulta nt on be ha lf of the  Compe nsa tion Committe e  of the  Boa rd of Dire ctors .

5

6

7

8

As  I discusse d pre vious ly a bout the  P EP  progra m a bove , if the  cos ts  of the  progra m a re

re a sona ble , prude nt a nd provide  a  be ne fit to the  cus tome rs , the n the  Compa ny should be

a llowe d to re cove r those  cos ts . The  S ta ff ha s  not pre se nte d a ny e vide nce  to de mons tra te

tha t the  compe nsa tion a nd be ne fit pa cka ge s  of the  Office rs  of TEP  a nd UNS  Ele ctric a re

not re a s ona ble . No pa rty s ta te s  tha t the  pa cka ge  is  unre a s ona ble  or e xce s s ive , or tha t

re fute s  the  evidence  the  Company provided tha t the  costs  a re  a t the  median of marke t and

a re  ne ce ssa ry, re a sona ble  a nd prude nt cos t incurre d to a ttra ct a nd re ta in the  Office r's  of

TEP  a nd UNS  Ele ctric.

3. Supplemental Executive Retirement Plan ("SERP") (Staff Adjustment
C-8).

Q-

A

Pleas e  d es c rib e  th e  SERP p ro g ram.

S ERP  is  a  re tire m e nt progra m  tha t a llows  Office rs  to ha ve  proportiona te ly e quiva le nt

re tire m e nt be ne fits  to  a ll o the r e lig ible  e m ploye e s . Th e  a m o u n t th a t  Mr.  S m ith  is

re comme nding be  disa llowe d prima rily re pre se nts  be ne fit cos t a lloca te d to UNS  Ele ctric

from TEP .

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

2 7

Q. Do  yo u  a g re e  with  Mr. S m ith 's  a d ju s tm e n t to  re m o ve  100% o f th e  S ERP  e xp e n s e s

a lloca ted to UNS G?

No, I do not. I re cognize  tha t Mr. S mith ha s  re lie d upon Commiss ion's  re ce nt de cis ion in

the  S WG ra te  ca se  (Decis ion No. 68487) tha t disa llowed the  recove ry of S ERP  expenses .

The  S ERP  program is  a  portion of the  compensa tion and bene fits  package  made  ava ilable

A.

14
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I ha ve  a  much  g re a te r p roportion  o f the ir compe ns a tion  a t-ris k.

2

3
3. Supplemental Executive Retirement Plan ("SERP").

4 Q- Did Mr.  Smith address the Supplemental  Executive Retirement Plan in his

5

6

Surrebutta l Tes timony?

Yes. Mr. Smith aga in cite s  the  most recent ra te  decis ion for Southwest Gas  Corpora tion

("SWG") - Decis ion No. 68478 (Februa ry 23, 2006) - where  the  Commiss ion disa llowed

the recovery of SERP expense.
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1 7

1 8

1 9

20
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2 2

2 3

2 4

25

26
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Q. Are there any additional comments you would like to make about the Supplemental

Executive Retirement Plan?

Yes. I would like  to re ite ra te  why a  program like  SERP is  necessa ry. In a  recent decis ion

involving the  Nevada  Power Company ("NPC"), which I cite  in my Rebutta l tes timony, the

Nevada  Public Utility Commiss ion found tha t SERP expenses  could be  fully recove red.

Factors  considered by the  Nevada  Commission included tha t the  plan does  not enhance

be ne fits , but only re s tore s  be ne fits  to the  e quiva le nt le ve l of the  othe r e mploye e s .

Additiona lly, informa tion pre sented in the  Decis ion was  the  evidence  in the  record of a

da tabase  of 2004 executive  benefit practices , The  evidence  was of a  Towers  Perrin da ta

ba se  re porting tha t 96% of e ne rgy/utility compa nie s  offe re d S ERP . And tha t a  s imila r

re vie w of a  2006 e xe cutive  da ta ba se , Towe rs  Pe rrin re porte d 93% of ge ne ra l indus try

companies offer SERP. I respectfully disagree  with the  recent findings of the  Commission

to deny recovery of these  normal and recurring costs  of providing utility. As shown by the

informa tion provided in the  NPC decis ion, it would be  a  s ignificant disadvantage  to the

Company in its  e fforts  to re ta in and to a ttract Executives  if it did not offe r SERP to insure

that those  individuals ' benefits  are  on par with their own coworkers and equivalent to what

they can obtain e lsewhere. These are  not abnormal or special benefits  that should be paid

by the  Shareholders, but are  a  nonna and recurring cost of providing utility service .

A.

A.

9
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MODIFIED FINAL ORDER

DONALD L • SODERBERG I Chairman and Presiding officer

JOANNP. KELLY Commissioner

REBECCA D. WAGNBR I Commissioner, (Dissenting to paragraph 120)

By the Commission:

The Public Utilities Commission of Nevada
findings and conclusions:

("Commission") makes the following

I. Procedural History

I4Ir.9

1. On November 17, 2006, Nevada Power Company ("NPC") filed with the Public
Utilities Commission of Nevada ("Commission") an Application, designated as Docket
no. 06-11022, for authority to increase its general rates to all classes of
electric customers to reflect an increase in its annual revenue requirement for
general rates and for relief properly related thereto. NPC requests an increase in
annual revenues of $172.4 million, which is approximately an 8% increase over
present revenues. The impact of the Application varies by customer rate class.
proposed average impact for all residential customer classes is 12.25%. The

z.4
_x

I

;

2. Also on November 17, 2006, NPC filed with the Commission an Application,
designated as Docket no. 06-11023, for approval of new and revised depreciation and
amortization rates for electric operations. specifically, the Application requests
an increase to current annual depreciation and amortization expenses of
approximately $54 million. In Docket no. 03-10002, NPC sought and was granted a
delay in implementing revised depreciation rates. As such, current effective
depreciation rates were last set in 1991.

3. These Applications are filed pursuant to the Nevada Revised Statutes ("NRS")
and the Nevada Administrative Code ("NAC"), Chapters 703 and 704, including but not
limited to NRS 704.110 and NAe 703.2'715, 703.278 and 703.2201 et seq.

r

i

s

rt
s

;
i

5. Pursuant to NAC 703.740,
referenced dockets .

4. The Commission has issued a public notice of the above-referenced Applications
in accordance with state law and the Commissions Rules of practice and Procedure.

the Presiding Officer has consolidated the above-
|
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171. NPC stated that SPR'S
compared to its competitors,
and motivated employees on a
compensation falls within the

' ' and normal c

170. Mr. Wood testified that NPC was seeking to recover SERP costs, which were
disallowed in NPC's 2003 GRC. Recovery of SERP will increase revenue requirements
by $1,052,000. NPC asserted that SERP ensures the payment of a competitive level of
retirement income to attract, retain, and motivate selected executives. SERP
eligibility is "is limited to elected officers." The SERP is composed of two
components: the supplemental retirement plan and the restoration plan. The
restoration plan is to restore benefits not allowed under NPC's qualified
retirement plan due to Internal Revenue code limitations on benefits payable.
(Exhibit: 3 at Statement p, p. 8; Exhibit 66 at 1, 23~24.)

NPC's Position

H. Supplemental Executive Retirement Plan ("LERP") and Restoration Plan

169. The Commission in Docket No. 05-10003 allowed SPPC to fully recover its costs
related to STIP, citing the overall improvement of many critical aspects of SPPC's
operations, including the financial standing of SPPC. Staff noted that this was
also the case for NPC. Based upon the foregoing, the Commission finds that MGM's
and the BCP's adjustments are denied.

STIP costs in this proceeding is inappropriate. The purpose of normalization is to
arrive at an expense level that is more representative of the level of ongoing
costs than those which occurred in the test year. In this respect, normalization is
intended to smooth the peaks and valleys of utility expenditures for purposes of
setting rates. The BCP, by taking a six-year average which included a year of no
STIP expenditures, created an artificially low level of expenditures. NPC's poor
financial condition in 2003 prohibited STIP payments. The record in this proceeding
demonstrates that the financial position has improved, and that there are many
indications that it will continue to do so. Therefore, the likelihood of no
expenditures for STIP in the near future seems remote and should not be considered
when setting the appropriate level for STIP expenditures.
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172. NPC stated that, in SPPC's 2005 GRC, the Commission had disallowed 50% of the
SERP costs. The Commission noted that: full recovery would be premature until such
time as SPPC had regained financial stability. Since then, the outlook for SPR has
improved. In light of this, NPC stated that it was appropriate to include 100% of
the SERP costs in NPC's rates in this proceeding. (Exhibit 66 at 26-27.)

MGM's position

173. Mr. Garrett recommended that the SERP costs be removed from revenue
requirement in this proceeding. Under the MGM proposal, ratepayers would pay for
all of the executive benefits included in NPC's regular pension plans, and
stockholders would pay for the additional executive benefits included in the SERP.
For ratemaking purposes, stockholders should bear the additional costs associated
with the SERP benefits to highly compensated executives because these costs are not

2007 Thomson/west. No Claim to orig. U.S. Govt. works.
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190. Ms. Pistoresi recommended the Commission accept NPC's stock compensation
accounting change. The Financial Accounting Standards Board issued Statement no.
123 (R), which required the recognition of various stock compensation plans as an
expense. NPC's requested expense was developed in accordance with Statement no.

Staff's Position

189. Mr. Dittmer recommended decreasing NPC's LTIP expense by $1,488,000. The BCP
proposed two adjustments to NPC's LTIP request. First, the BCP normalized this
rather volatile expense by taking a three-year average of such expense, which
reduces LTIP expense by $408,000. Second, the BCP proposed to eliminate one-half of
the normalized (i.e., three-year average) LTIP expense as being incurred primarily
for the benefit of SPR's shareholders, as indicated by the criteria for LTIP
rewards, which reduces LTIP expense by $1,080,000. LTIP performance shares, which
comprise two-thirds of the shares, are awarded depending on SPR's total shareholder
return compared to Dow Jones Utility Index companies (e.g., 50% of the grant if at
the to percentile, and 150% of the grant if at the 75" percentile) . The remaining
one-third are non-qualified stock options, which are time vested at one-third per
year over a three~year period. (Exhibit 59 at 56-61. Attachment 2 at Schedule c-
11.)

BCP's position

188. Mr. Garrett recommended a revenue requirement adjustment of $3.186 million.
MGM argued that these incentives should be excluded from rates because the officers
who benefit from these programs serve the interests of the shareholders and not
ratepayers. (Exhibit 88 at 15.)

MGM ' s Position

187. In January 2006, NPC adopted Financial Accounting Standards Board issued
Statement No. 123 (R) , which changed the accounting requirements for stock-based
compensation plans. The change in accounting occurred when stock-based compensation
was recognized as an expense. (Exhibit 1 at Statement p. p. 3: Exhibit 65 at 1,
10.)

NPC'S position

I. Long-Term Incentive Pay ("LTIP")

FN17. This figure was calculated by taking the amount of supplemental benefits
denied by the Commission ($260,000) and dividing that number by the total SERP
expense ($1,054,000) and then multiplying the resulting number by the SERP accrued
liability ($2,087,000).

186 . Additionally, the Commission co
costs are not included in rates, the
reduced, as the associated funds have

PM 2

investment grade status .air ,

185. The Commission believes that its findings in this docket should recognize
both the improved financial - ~sition since SPPC's 2005 GRC and the need to achieve
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M O D I F I E D  F I N A L  O R D E R

D O N A L D  L . S O D B R B E R G  I C h a i r m a n  a n d  P r e s i d i n g  O f f i c e r

JOANNP. KELLY , C o m m i s s i o n e r

R E B E C C A  D . WAGNER I C o m m i s s i o n e r , (Dissenting to Paragraph 120)

B y  t h e  C o m m i s s i o n :

T h e  P u b l i c  U t i l i t i e s  C o m m i s s i o n  o f  N e v a d a

f i n d i n g s  a n d  c o n c l u s i o n s  :

( " C o n u n i s s i o n "  ) m a k e s  t h e  f o l l o w i n g

I. Procedural History
:

2

3
.J
1

3
.i
T
;

1 . O n  N o v e m b e r  1 7 ,  2 0 0 6 ,  N e v a d a  P o w e r  C o m p a n y  ( " N P C " )  f i l e d w i t h  t h e  P u b l i c

U t i l i t i e s  C o m m i s s i o n  o f  N e v a d a  ( " C o m m i s s i o n " )  a n  A p p l i c a t i o n ,  d e s i g n a t e d  a s  D o c k e t

n o .  0 6 ~ 1 1 0 2 2 ,  f o r  a u t h o r i t y  t o  i n c r e a s e  i t s  g e n e r a l  r a t e s  t o  a l l  c l a s s e s  o f

e l e c t r i c  c u s t o m e r s  t o  r e f l e c t  a n  i n c r e a s e  i n  i t s  a n n u a l  r e v e n u e  r e q u i r e m e n t  f o r

g e n e r a l  r a t e s  a n d  f o r  r e l i e f p r o p e r l y r e l a t e d  t h e r e t o .  N P C  r e q u e s t s  a n  i n c r e a s e  i n

a n n u a l  r e v e n u e s  o f  $ 1 7 2 . 4  m i l l i o n ,  w h i c h  i s  a p p r o x i m a t e l y  a n  8 %  i n c r e a s e  o v e r

p r e s e n t  r e v e n u e s .  T h e  i m p a c t  o f  t h e  A p p l i c a t i o n  v a r i e s  b y  c u s t o m e r  r a t e  c l a s s .

p r o p o s e d  a v e r a g e  i m p a c t  f o r  a l l  r e s i d e n t i a l  c u s t o m e r  c l a s s e s  i s  1 2 . 2 5 % .
T h e

3
\

1

a

8;
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1

s
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1
a

2 .  A l s o  o n  N o v e m b e r  1 7 ,  2 0 0 6 ,  N P C  f i l e d  w i t h  t h e  c o m m i s s i o n  a n  A p p l i c a t i o n ,

d e s i g n a t e d  a s  D o c k e t  N o .  0 6 - 1 1 0 2 3 ,  f o r  a p p r o v a l  o f  n e w  a n d  r e v i s e d  d e p r e c i a t i o n  a n d

a m o r t i z a t i o n  r a t e s  f o r  e l e c t r i c  o p e r a t i o n s .  S p e c i f i c a l l y ,  t h e  A p p l i c a t i o n  r e q u e s t s

a n  i n c r e a s e  t o  c u r r e n t  a n n u a l  d e p r e c i a t i o n  a n d  a m o r t i z a t i o n  e x p e n s e s  o f

a p p r o x i m a t e l y  $ 5 4  m i l l i o n .  I n  D o c k e t  N o .  0 3 - 1 0 0 0 2 ,  N P C  s o u g h t  a n d  w a s  g r a n t e d  a

d e l a y  i n  i m p l e m e n t i n g  r e v i s e d  d e p r e c i a t i o n  r a t e s .  A s  s u c h ,  c u r r e n t  e f f e c t i v e

d e p r e c i a t i o n  r a t e s  w e r e  l a s t  s e t  i n  1 9 9 1 .

i
l
r

n

3. These Applications are filed pursuant to the Nevada Revised statutes ("NRS")
and the Nevada Administrative Code ("NAC") , Chapters 703 and 704, including but not
limited to NRS 704.110 and NAC 703.2715, 703.278 and 703.2201 et seq.

4. The Commission has issued a public notice of the above-referenced Applications
in accordance with state law and the Coanmiss:l.on's Rules of Practice and Procedure.

5 .  p u r s u a n t  t o N A C  7 0 3 . 7 4 0 ,

r e f e r e n c e d  d o c k e t s .

t h e  P r e s i d i n g  O f f i c e r  h a s  c o n s o l i d a t e d  t h e  a b o v e -

2 0 0 7 T h o m s o n / w e s t .  N o  c l a i m  t o O r i g . U.s. G o v t  . W o r k s  .
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Commission Discussion and Findings

181. NPC witness Ms. Shelton testified that NPC agreed with Staff that if  the
Commission were to disallow the SERP expense from cost of service; then, the
accrued liability also should be removed. (Exhibit 103 at 1-2.)

Since this decision, NPC's financial condition has continued to improve. In
September 2006, all three credit agencies upgraded SPR's f Emily debt by one level .
Further, in February 2007, Dominion Bond Rating Service initiated its rating
coverage of NPC and rated its refunding mortgage bonds as investment grade. It was
the Second of the four nationally Recognized statistical Rating Agencies to do so.
(Id. at 16-17.)

Regarding the supplemental portion of SERP costs, the Commission denied the costs
in the last proceeding due to the quality of management and its decisions, which
led to Sierra's precarious financial condition. Under current management, both
Sierra's financial condition and its employee's performance have improved. sierra
has attracted and retained qualified people that have benefited the consumer. The
Company's executive officers are not only aware of but have actively demonstrated
that they are responsive to the consumers. However, until sierra has regained
financial stability the Commission believes allowing full recovery of SERP in rates
would be premature. The Commission believes that this may provide an additional
incentive to Sierra executives to continue their efforts toward financial
improvement and customer interaction. Based upon the foregoing, the Commission
finds that it would be appropriate to allow recovery of one-half of the SERP costs._
[FNl5]
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FN16. In Docket Nos. 05-10024 and 10025, the Commission established the
guideline to eliminate the utilities' dividend restriction. The guideline was
"obtaining an investment credit rating for their senior secured debt from two of
the three credit rating agencies is sufficient indicator of their investment
status." Order, issued Feb. be, 2006, at 1 81. The three credit rating agencies
referred to were Standard & Poor, Moody's and Fitch. At the time, Dominion Bond
Rating Service was not tracking the utilities.
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JOANNP. 1cr5:LLy Commissioner

REBECCA D. WAGNER I Commissioner, (Dissenting to Paragraph 120)

By the Commission:

The Public Utilities Commission of Nevada
findings and conclusions :

("Commission") makes the following

1. Procedural History

1. On November 17, 2006, Nevada Power Company ("NPC") filed with the Public
Utilities Commission of Nevada ("Commission") an Application, designated as Docket
no. 06-11022, for authority to increase its general rates to all classes of
electric customers to reflect an increase in its annual revenue requirement for
general rates and for relief properly related thereto. NPC requests an increase in
annual revenues of $172.4 million, which is approximately an 8% increase over
present revenues. The impact of the Application varies by customer rate class.
proposed average impact for all residential customer classes is 12.25%. The

8

.i

:

f

§
2. Also on November 17, 2006, NPC filed with the Commission an Application,
designated as Docket No. 06-11023, for approval of new and revised depreciation and
amortization rates for electric operations. Specifically, the Application requests
an increase to current annual depreciation and amortization expenses of
approximately $54 million. In Docket No. 03-10002, NPC sought and was granted a
delay in implementing revised depreciation rates. As such, current effective
depreciation rates were last set in 1991.

3. These Applications are filed pursuant to the Nevada Revised Statutes ("NRS")
and the Nevada Administrative Code ("NAC") , Chapters 703 and 704, including but not
limited tO NRS 704.110 and NAC 703.2'715, 703.278 and 703.2201 et seq.

4. The Commission has issued a public notice of the above-referenced Applications
in accordance with state law and the Commission's Rules of practice and Procedure.

s. Pursuant to NAC 703.740,
referenced dockets.

the presiding Officer has consolidated the above-
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Commission Discussion and Findings

1a1. NPC witness Ms. Shelton testified that NPC agreed with Staff that if the
Commission were to disallow the SERP expense from cost: of service; then, the
accrued liability also should be removed. (Exhibit 103 at 1-2.)
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Regarding the supplemental portion of SERP costs, the Commission denied the costs
in the last proceeding due to the quality of management and its decisions, which
led to Sierra's precarious financial condition. Under current management, both
sierra's financial condition and its employee's performance have improved. Sierra
has attracted and retained qualified people that have benefited the consumer. The
Company's executive officers are not only aware of but have actively demonstrated
that they are responsive to the consumers. However, until Sierra has regained
financial stability the Commission believes allowing full recovery of SERP in rates
would be premature. The Commission believes that this may provide an additional
incentive to Sierra executives to continue their efforts toward financial
improvement and customer interaction. Based upon the foregoing, the Co~~mission
finds that it would be appropriate to allow recovery of one-half of the SERP costs._
[Fn15J

Since this decision, NPC's financial condition has continued to improve. In
September 2006, all three credit agencies upgraded SPR's f Emily debt by one level .
Further, in February 2007, Dominion Bond Rating service initiated its rating
coverage of NPC and rated its refunding mortgage bonds as investment grade. It was
the second of the four Nationally Recognized Statistical Rating Agencies to do so.
(Id. at 16~17.)

FN15. Docket no. 05-10003, Order,

restricted! Eleni ='i:4,»§9ra€¢qi #89111 it. £4n§§48st~.!=§' j4§g_lt.g1:¢ I¢§l4M£!:»=?lQ\==
_rqtfgpmugt §!4§W4Wn i4-'§ii=lb§4I;i'°n 18551= "ion 8148.

l;;§ir..,.¢!4a1;Q\n.gra... The Cqmie.siQ;3 -fpm in S9196."s 2005 GRC

issued Apr. 27, 2006, at 482.

page 31

I

i

i

183.... T48 .Gonmlm:I;sgfon... noéedz Ink 89P&:Wa.1' 'iQ33. -§6 §E.aE " 3288 ii: fii1&nq14."¢.6aaa;i@n .
and i:4=.e»ip1o>»=e ne¢'§© . . 1m:¢xfe¢~ = 1§p§::.s1mi14;Y

=

has.. ¢!=§.=47§¢¢§d= i e t a i n g g !é1iQ4-igbb le c ~.<=¢1ié,v»i=i=i:.=.. ume' 4
$?:ggi§tiv§ Qf.§iQe!=S.. 94 °i4x=fi§i8K€?~§244. =
4!=h¢Y am .: i°e°sP9nsi1kgs21;6;..l;hp_ <=m»~ir°¢~» . s 1 -,_£Q!;li8&8Fin;~' as ._
tligf .. full rQQbx.=?x .gr .the .¢Q§t=a.£brl.*=1x¢.".¢wpp.1.§i14§@!tl4l:l834¥3»1é9§i§§f£§. =lv°!11§!7
pgematurei \;oti1 SEPQ has? rggairxed fil==§n¢i.41` stahi;Iity;

184. Since SPPC's 2005 GRC, NPC's financial position has continued to improve.
I-lowever.,. _ NPC ._ ha.s. not. achieved.. investment grade status_ ,8'Erom_ three. rating agencies._
[FN16] 'lghereioréli , t a l l res=Qyer§r. of.2 gout; .Would=6.é. P;9!hai.;u3:'e':...1'1}e- i'2onn@u4ii§B;§on .
genies NIC's reqqegt. to inclngie .gllgthe .a§é.cz'u.§8.iN r8,t§,.b§.8§;

1

FN16. In Docket Nos. 05-10024 and 10025, the Commission established the
guideline to eliminate the utilities' dividend restriction. The guideline was
"obtaining an investment credit rating for their senior secured debt from two of
the three credit rating agencies is sufficient indicator of their investment
status." Order, issued Feb. 28, 2006, at 1 el. The three credit rating agencies
referred to were Standard & Poor, Moody's and Fitch. At the time, Dominion Bond
Rating Service was not tracking the utilities.i

i
2007 Thomson/west. No Claim to Orig. U.S. Govt. Works .

i
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1 | its management's compensation at risk. According to Southwest Gas, if the Company put these

2 | amounts in the employees' base salary, Staff and RUCO would not claim that there should be a

3 I disallowance

In Decision No. 64172, the Commission adopted Stay's recommendation regarding MIP

5 I expenses based on Staflf's claim that two of the five performance goals were tied to return on equity

6 | and thus primarily benefited shareholders. We believe that Staffs recommendation for an equal

7 I sharing of the costs associated with MIP compensation provides an appropriate balance between the

8 | benefits attained by both shareholders and ratepayers. Although achievement of the performance

9 1 goals in the MIP, and the benefits attendant thereto, cannot be precisely quantified there is little doubt

10 | that both shareholders and ratepayers derive some benefit from incentive goals. Therefore, the costs

l l  I  o f the program should be home by both groups and we find Staffs equal sharing recommendation to

12 I be a reasonable resolution.

13 | Supplemental Executive Retirement Plan

Southwest Gas offers a Supplemental Executive Retirement Plan ("SERP") to the Company's

15 | officers. Company witness Mashas testified that the SERP is necessary "to ensure that the retirement

16 | arid deferred compensation portions of [the officers'] total compensation are on parity MM adj other

17 | employees of Southwest whose retirement distribution is not impacted by certain IRS regulations"

18 | (Ex. A-33, at 3). lvk. Mashes claims that recovery of the SERP costs is reasonable due to restrictions

19 I on these employees' basic retirement plan ("BRP"), exclusion of deferred compensation Nom the

20 | BRP calculation, and the need to ensure attraction and retention of qualified employees. Mr. Mashas

21 | explained that [RS regulations place limits on pension plan calculations for salaries exceeding

22 ; $165,000 and thus salaries in excess of that level are not included in the pension calculation. Mr

23 IMashas stated that the SERP provides officers with a retirement benefit equal to 50 percent of the

24 average of the last three years salary provided that they are at least 60 years old and have at least 20

25 years of service (Id. at 5-6). In addition, IRS regulations place restrictions on the Company's 401(k)

26 | contributions to the evident that "maximum contribution levels . represent a significantly smaller

27 I percentage of an officer's salary compared to other employees" (Id. at 4-5).

28 RUCO witness Moore proposed a reduction in test year expenses of approximately $2.7

I

18 68487

I
I:
I.
I
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1 million assdcidtéd with thel SERP; Moo1*e stated the costofthese sixpplementd. retirement

2 benefits for select executives is not a neéessaujr cost dfprovidiiiggasservice tocus.tQmexs because the

3.l.CoMpany's ofticeré are" ia1reé~dj;.fairlylcompémsa.téd.witl}"a wide'.anay ofbe1n=eits;' ilfclhding. a

4 lrétirementfplan. Mr.Moore cited to the Company'smbst ;ecent.rate case bcfcue the Nevada; Public

5 IUti1ities Commission where Southwest'Gas"SERP expenses .were excluded &on the.Company's

6 operating expenses (RUCO Ex.55, at 28-29)

We agree with RUCO's position on this AlthoUgh We tcjected RUCO's arguments on

8. this issuein the CoMpany's laSt.'rate prdceeding,.we believe that the :ecordlin this case supports a

9 Finding that the provisioxiof addidbtlilbompensaiion to Southwes.t'Gals'. highestpdd qmployées to

l0lremnedy a perceived deticieixcy in 'retirement bcneitk relative to the Cdmpahy's piper gmployecs iS

l1.lnot a reasonable expense thatfshould .be recovered 'm rates. I Without the SBRP, the Company's

12 lbmcenSulI éhj0y the. same retirement b€n¢6ts av{¢u4b1¢ to any btlicr Soixthjuiest. Gas empldyep and

13. the attcinptto make these cx¢§;utives="1whole" in.the of' allowing a"g1reater.pq1rceNtage ~.of

14 l refireMenfbenciits does not Meet the.tést.bf reasonablewsi- If the Company wishes to provide

l5 laaaiu0nal retirement benefits abusive the level bY'IRSIr¢91l=ti°ns applicable' to all".other

16 \employeesit may do so at the éx@emse of it$.sl1a:eho1d9rs.~ I-Ioweve1§ it is not reasonable toplace this

17 I additional burden oN ratepayers

18 lMiscellaneoUs Expenses

1 9 Through her DireCt-.te§tim6ny, .CbiNpauny viiUiless Aldridgeindicalm¢d the; the'.application

20 Iinclud¢ed.hi1 hdjuétrnentto-*=1iemQve for such as.

21 lmembe;sm1ips, donatioNsand mal; Al-29; at.'Z3)

22 Based .oil his; RUCO...Wi1iiscss MQoré:..proposed an additional

23. l.gdju5t1iiQnt légrcmoire. Wpiiillénts..=w =.chau.inbe;°s..bf° cOm1i1¢I¢e,. hon-ptbfii

24 |»brgahiza@|:ions, doilati0nsf ¢=lub ..I1816IH5¢=S41il5% ..corporhte."mnts

Gs. I up;-i¢us i11¢8\ls=, ma reEd¢§mdménté;. Lwhi°h. n ot ."id pr°vis i6nihs  .gr service
I

i
1.

I.
I

26 : I (RUCO Ex; 5,. arms)

27
Hpjllication. of Soirhwum Gas .Q00po01dttwl Wt _gdggg.pubh..c. Utilities, bf..n01vada, in

Dqcket 190. 04-3011 (Augum 30, 2004), af41

19 68487
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3
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i

6

7

8

that it results in a level of property taxes that won't actually be expensed on its books until 2001 and

will not be paid until October 200] and A '-.-*it 2002. Staff recommends an adjustment that reduces the

Company's proposed pro forma property tax expense by $3,203,550

Southwest argues that Staffs adjustment was based on the mistaken assumption there is a

one-year lag between the assessed value and when the property bill is due, when in fact there is a

two-year lag. Staff acknowledges that its original calculation was based on the mistaken assumption,

but argues that its recommendation is still reasonable because it represents a 10.7 percent increase

over the actual test year property expense and reflects costs that will not be paid until two years after

9 the  Te s t Ye a r.

10

12

13

14

15

16

17

Southwest states that Staff has conceded that if it had used the proper lag interval, the

Company's calculation is correct, and that the actual lag associated with the property tax expense is

considered in the lead lag study used in this case. AUIA supports the Company's position.

We find that the Company's pro forma property tax adjustment is correct. The rates in this

case will become effective at approximately the same time the Company will be making its first

payment of property taxes. The second payment will be made within five months. The matching

principal is not violated in this case because the taxes are known and measurable with reasonable

certainty and assessed on the plant in service at the end of the Test Year which was serving Test Year

18 customers.

19 Miscellaneous Expenditures

20

21

22

RUCO proposes to reduce operating expenses by approximately $1.4 million to remove the

cost of the Company's Supplemental Executive Retirement Plan ("SERP"). RUCO argues that

ratepayers should not be responsible for perks paid to a select group of highly paid officers. RUCO

23 believes that high-ranking employees have sufficient income available to make retirement

24 investments and are already covered by the Company's basic retirement plan and deferred

26

27

i
as

25 compensation plan.

Southwest asserts that it must offer wages and benefits that allow it to attract and retain

qualified individuals. The Company explains that the SERP's objective is to provide officers with a

retirement benefit comparableto that of all other employees and to cornpensate the otiicer for the

\14 DE C IS IO N n o . IQ4/7o?.̀»

i

vo
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1 limita tions  on compe nsa tion a nd the  e xclus ion of de fe rre d compe nsa tion in the  Ba s ic Re tire me nt P la n

I

2 nrm ?df-ri to other employees.

In arguing that the SERP costs should not be borne by ratepayers, RUCO did not focus on the3

4 overall compensation package to the Company's top executives. The re  is  no  e vid e nc e  tha t

6

7

F
8

9

I
1

!

10

12

13

14

15

16

17

18

19

20

Southwest's overall compensationpackage is excessive. We will not rem .Fe the SERP from allowed

expenses absent such showing.

RUCO proposes to reduce operating expenses by $600,874 to remove Test-Year expenses

associated with employee gifts and dinners, an officer retreat and personal use of Company

automobiles. RUCO states that the Commission has traditionally disallowed expenses associated

with employee parties and events and .t'iat costs of vehicles for personal use and simply an additional

perk that the Company offers to select employees. RUCO argues these costs are not necessary in the

provision of gas service and should not be funded by ratepayers.

Southwest explains that there are two types of employees who drive Company vehicles.

Category B employees drive vehicles as a normal part of their job duties and commuting is their only

personal use. Pursuant to IRS regulations, these employees have three dollars a day added to their

gross income to reflect the commuting value that they receive. The Company benefits from allowing

these employees to take their vehicles home as they can travel directly to work sites. The other type

of employees who receive vehicles are officer and director level employees who are required to track

their vehicle usage between business and personal use. The value of their personal use is included as

non-cash compensation in their income. In this case, the use of the vehicle is a component of the

21

22

E
I

I

23

employees' overall compensation package. Southwest argues that without perfonning an analysis of

the overall compensation package, such costs cannot be determined Lo be unreasonable or

unnecessary. As to the rest of RUCO's adjustment, Southwest argues that employee recognition

I

25 "1`l»=>

24 awards are necessary to retain valued employees.

We agree with RUCO's adjustments. f`c;nmission historically removes expenses that are

26 not necessary to provide gas service.

RUCO proposes to reduce operating expenses by $106,881 to remove the portion of the

28 AMerican Gas Association ("AGA") dues related to advertising and. marketing activities and

27

i

I

5

15 DECIS ION no. '7'/72,
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1 Q. These are the same type of benefits that

2 non-executives get; correct?

Yes.A.3

4 Q. In other words, the rank and file, as you put it,

5 receive health, dental and vision benefits in general,

6 correct?

A.7 There are significant par titular perksRight.

8 they receive that we chose not to adjust.

9 Q. And these executives that we are talking about,

10 you would agree with me that they have a responsibility to

11 also ensure reliable service is being provided to the

1 2 cus tome rs ?

A. Yes.13

14 Q. I mean, ultimately they are on the hook; correct?

A. Correct.15

16 Q. And reliable service is also beingOkay.

These executives17 provided at reasonable rates; correct?

18 are not solely for the benefit of the shareholder;

19 correct?

No.A.20

thisBecause we talked about havea s21 Q. they

ensure reliable service isto22 beingresponsibility

23 provided?

A.24 And that is why we chose not to make adjustments

25 to their salaries and all of those other benefits, which
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1

2

'a
J

4

These costs represent a  portion of the Officers ' total compensation that is variable and put

a t risk, but a re  a n inte gra l pa rt of a  compe titive  compe nsa tion progra m. This tota l

compensation is targeted at the median of the peer group as reviewed by an independent

consultant on behalf of the Compensation Committee of the Board of Directors.

5

6

7

8

As I discussed previously about the  PEP program above, if the  costs  of the  program are

reasonable, prudent and provide a  benefit to the customers, then the Company should be

allowed to recover those costs. The Staff has not presented any evidence to demonstrate

that the  compensation and benefit packages of the  Officers of TEP and UNS Electric are

not reasonable . No party s ta tes  tha t the  package  is  unreasonable  or excess ive , or tha t

refutes the evidence the Company provided that the costs are at the median of market and

are  necessary, reasonable  and prudent cost incurred to a ttract and re ta in the  Officer's  of

TEP and UNS Electric.

3. Supplemental Executive Retirement Plan ("SERP"] (Staff Adjustment
C-8).

Q-

A

Please describe the SER.P program.

SERP is  a  re tirement program tha t a llows  Office rs  to have  proportiona te ly equiva lent

re tire me nt be ne fits  to a ll othe r e ligible  e mploye e s . The  a mount tha t Mr. S mith is

recommending be  disa llowed primarily represents  benefit cost a lloca ted to UNS Electric

from TEP.

9

10

11

12

13

14

15

16

17

18

19

2 0

2 1

2 2

23

2 4

25

2 6

2 7

Q. Do  yo u  a g re e  with  Mr. S m ith 's  a d ju s tm e n t to  re m o ve  100% o f th e  S ERP  e xp e n s e s

a lloca te d to UNS G?

No, I do not. I re cognize  tha t Mr. S mith ha s  re lie d upon Commiss ion's  re ce nt de cis ion in

the  S WG ra te  ca se  (Decis ion No. 68487) tha t disa llowed the  recove ry of S ERP  expenses .

The  S ERP  program is  a  portion of the  compensa tion and bene fits  package  made  ava ilable

A.

1 4
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1

2

to  UniS ource  Office rs . The  le ve l of compe ns a tion , ince ntive s  a nd be ne fits  a re  a ll

d e te rm in e d  b y th e  C o m p e n s a tio n  C o m m itte e  o f th e  Bo a rd  th a t is  c o m p ris e d  o f

independent Board members .3

4

5

6

The  re a s on a  progra m like  S ERP  is  ne ce s s a ry is  be ca us e  of funding de ductibility limits

de fine d within the  Inte rna l Re ve nue  Code . And thos e  funding limits  a re  s e t ba s e d on ta x

re ve nue  c o lle c tion  ne e ds ,  no t on  the  po in t a t wh ic h  it is  no  longe r fa ir to  p rovide

re tire me nt be ne fits . The y a re  not a  guide line  for how much is  fa ir a nd re a s ona ble  a s  pa rt

of a n e mploye e  be ne fit progra m. The  e va lua tion of tha t s hould be  the  re a s ona ble ne s s  of

the  compe ns a tion a nd the  e xe cutive  be ne fit pa cka ge  its e lf. All UNS  Ele ctric is  a s king for

he re  is  to a llow e xe cutive s  to ha ve  the  s a me  proportion or le ve l of re tire me nt be ne fits  a s

for othe r Company employees .

G. Stock Based Compensation (Staff Adjustment C-9).

7
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13
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21

22

23

24

25

Q- Mr. Dukes, do you agree with the recommendation of Mr. Smith regarding Stock

26

27

Bas ed Compens a tion?

No. Mr. Smith as se rts  tha t the  te s t-yea r expense  represents  compensa tion over and above

the  office r's  norma l le ve ls  of compe ns a tion. The  te s t-ye a r s tock ba s e d compe ns a tion

expens es  a lloca ted to UNS  Electric is  a  portion of the  norma l and recurring compens a tion

a nd be ne fits  pa cka ge  ma de  a va ila ble  to  Office rs  a nd Dire c tors . It a ls o  give s  a dde d

ince ntive  for Office rs  a nd Dire ctors  to be  inve s te d in the  Compa ny a s  oppos e d to ca s h-

bas ed compens a tion. The  le ve l of compe ns a tion, ince ntive s  a nd be ne fits  provide d to

Office rs  a nd Dire ctors  a s  a  pa rt of the ir tota l compe ns a tion a re  a ll de te rmine d by the

Compens a tion Committee  of the  Boa rd tha t is  compris ed of independent Boa rd members .

The  re a s ona ble ne s s  of the  a mount of compe ns a tion a nd be ne fit pa cka ge , which is  not

A.

15
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to  UniS ource  Office rs . The  le ve l of compe ns a tion , ince ntive s  a nd be ne fits  a re  a ll

d e te rm in e d  b y th e  C o m p e n s a tio n  C o m m itte e  o f th e  Bo a rd  th a t is  c o m p ris e d  o f

independent Board members .

4

5

6

7

8

9

10

11

12

The  re a s on a  progra m like  S ERP  is  ne ce s s a ry is  be ca us e  of funding de ductibility limits

de fine d within the  Inte rna l Re ve nue  Code . And thos e  funding limits  a re  s e t ba s e d on ta x

re ve nue  c o lle c tion  ne e ds ,  no t on  the  po in t a t wh ic h  it is  no  longe r fa ir to  p rovide

re tire me nt be ne fits . The y a re  not a  guide line  for how much is  fa ir a nd re a s ona ble  a s  pa rt

of a n e mploye e  be ne fit progra m. The  e va lua tion of tha t s hould be  the  re a s ona ble ne s s  of

the  compe ns a tion a nd the  e xe cutive  be ne fit pa cka ge  its e lf. All UNS  Ele ctric is  a s king for

he re  is  to a llow e xe cutive s  to ha ve  the  s a me  proportion or le ve l of re tire me nt be ne fits  a s

for othe r Company employees .

G. Stock Based Compensation (Staff Adjustment C-9).

Q . Mr. Dukes, do you agree with the recommendation of Mr. Smith regarding Stock
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Ba s e d Compe ns a tion?

No. Mr. Smith as se rts  tha t the  te s t-yea r expense  represents  compensa tion over and above

the  office r's  norma l le ve ls  of compe ns a tion. The  te s t-ye a r s tock ba s e d compe ns a tion

expens es  a lloca ted to UNS  Electric is  a  portion of the  norma l and recurring compens a tion

a nd be ne fits  pa cka ge  ma de  a va ila ble  to  Office rs  a nd Dire c tors . It a ls o  give s  a dde d

ince ntive  for Office rs  a nd Dire ctors  to be  inve s te d in the  Compa ny a s  oppos e d to ca s h-

bas ed compens a tion. The  le ve l of compe ns a tion, ince ntive s  a nd be ne fits  provide d to

Office rs  a nd Dire ctors  a s  a  pa rt of the ir tota l compe ns a tion a re  a ll de te rmine d by the

Compens a tion Committee  of the  Board tha t is  compris ed of independent Boa rd members .

The  re a s ona ble ne s s  of the  a mount of compe ns a tion a nd be ne fit pa cka ge , which is  not

A.

15
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1 4. Stock Based Compensation.

2

q
J Q. Did Mr. S mith  a ddre s s  the  S tock Ba s e d Compe ns a tion P la n in  his  S urre butta l

Tes timony?

Yes. Mr. Smith a ga in re fe rs  to the  "UniSource  Ene rgy Exe cutive  Compe ns a tion .-

Compe titive  Compe ns a tion Re vie w", which he  ha s  a tta che d to his  Te s timony a s

Confidential Attachment RCS-10. Also, as  l discussed earlier, Mr. Smith cites  the recent

APS rate case decis ion in which APS was  denied recovery of s tock based compensation

and the  Commiss ion re ferenced a  concern tha t the  program could promote  short-te rm

decis ion making. Aga in, a s  I mentioned ea rlie r, this  is  s upportive  of the  Company's

pos ition. Stock-based compensation or equity compensation is  primarily awarded in the

form of s tock options , the  ultimate  va lue  of which is  based on the  na ture  s trength and

performance  of the  Company and a re  primarily awarded as  a  result of each individua l

Executive's  LTIP goals, and as such promote long-term employee retention, ownership and

long-term operating performance.

D. Rate Case Expense (Staff Adjustment C-11).

4

5

6

7

8

9

10

11

12
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14
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16

17

18

19

20

21

22

23

24

25

26

27

Q- Do you have any comments about Staff's recommended level of rate case expense to

be recovered?

Yes. I am perplexed by Staffs and RUCO's disregard for the fact that UNS Electric is

being provided rate case support services "at cost" by a separate regulated Arizona utility -

Tucson Electric Power Company ("TEP"). Both Staff and RUCO are essential ly

promoting subsidization of UNS Electric customers by TEP. These incremental costs

incurred by UNS Electric from TEP for rate case support are just that - incremental - and

are not included in test year activity and/or in any other pro forma adjustments. Staff and

RUCO continue to use SWG as a proxy for what a normal amount of rate case expense is,

A.

A.

10
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1

2

disputed, should be the determining factors evaluated to determine if the expenses can be

recovered as part of the Company's cost of service.

3

4 H. Rate Case Expense (Staff Adjustment C-11).

Do  yo u  a g re e  with  Mr. S n lith 's  a d ju s tme n t fo r Ra te  Ca s e  Exp e n s e ?

No . Mr. S m ith  a tte m pts  to  com pa re  the  UNS  Ele c tric  ra te  ca s e  cos t to  S WG's  m os t

re ce nt ra te  ca s e  a nd im plie s  tha t S WG a nd UNS  Ele ctric  a re  com pa ra ble  com pa nie s .

That assumption is flawed.

SWG is  one  entity with ope ra tions  in Arizona , Nevada  and southe rn Ca lifornia . SWG

5

6  Q .

7 A.
8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

indirectly a lloca tes  its  Executive  administra tion and corpora te  shared services cost to its

jurisdictional regula ted opera tions based on a  Massachusetts  Formula . By contrast, TEP

is  a  comple te ly s e pa ra te  re gula te d  u tility. TEP  indire ctly a lloca te s  Exe cutive

adminis tra tion cost through a  s imila r Massachuse tts  Formula  approach. However, TEP

directly a lloca tes  the  actua l cost for services provided to UNS Electric by shared service

departments  of TEP. As a  pa rt of tha t process  the  shared se rvice  departments  directly

charged UNS Electric for services provided in direct support of this  ra te  case  incremental

to the ir normal and recurring activities .

For e xa mple , the  S WG's  Arizona  jurisdictiona l ope ra tions  ge ts  a pproxima te ly 55% of a ll

sha re d se rvice  cos t from "Corpora te " whe the r the y use  it or not. In e s se nce , the  Arizona

cus tom e rs  pa y for 50% of the  a ccounting  de pa rtm e nt,  50% of the  p la n t a ccounting

de pa rtme nt, 50% of the  ra te s /pricing de pa rtme nt, 50% of the  le ga l de pa rtme nt, 50% of

the  pa ra ble s  de pa rtm e nt, 50% of the  budge ting a nd 50% for othe r de pa rtm e nts . UNS

Electric has  none  of these  depa rtments  in house , it is  only cha rged for sha red se rvices  tha t

it use s  and obta ins  from TEP . And in the  ca se  of ra te  ca se  support those  incrementa l cos t

were  cha rged to and de fe rred on the  ba lance  shee t of UNS  Electric.
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1

2

dis pute d , s hould  be  the  de te rmin ing  fa c tors  e va lua te d  to  de te rmine  if the  e xpe ns e s  ca n  be

re cove re d  a s  pa rt o f the  Compa ny's  cos t o f s e rvice .

3

4 H. Rate Case Expense (Staff Adjustment C-11).

5

6 Do  yo u  a g re e  with  Mr. S mith 's  a d ju s tme n t fo r Ra te  Ca s e  Exp e n s e ?

No . Mr. S m ith a tte m pts  to  com pa re  the  UNS  Ele c tric  ra te  ca s e  cos t to  S WG's  m os t

re ce nt ra te  ca s e  a nd im plie s  tha t S WG a nd UNS  Ele ctric  a re  com pa ra ble  com pa nie s .

That assumption is flawed.

SWG is  one  entity with ope ra tions  in Arizona , Nevada  and southe rn Ca lifornia . SWG

Q .

7 A .

8

9

1 0

1 1

1 2
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1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

2 7

ind ire c tly a lloc a te s  its  Exe c u tive  a dm in is tra tion  a nd  c o rpo ra te  s ha re d  s e rvic e s  c os t to  its

ju ris d ic tiona l re gu la te d  ope ra tions  ba s e d  on  a  Ma s s a c hus e tts  Fonnu la .  By c on tra s t,  TEP

is  a  c o m p le t e ly  s e p a ra t e re g u la te d  u t ility. TE P in d ire c tly a llo c a te s  E xe c u tive

a d m in is tra tio n  c o s t th ro u g h  a  s im ila r Ma s s a c h u s e tts  F o rm u la  a p p ro a c h .  Ho we ve r,  TE P

d ire c tly a lloc a te s  the  a c tua l c o s t fo r s e rvic e s  p rovide d  to  UNS  Ele c tric  by s ha re d  s e rvic e

d e p a rtm e n ts  o f TEP . As  a  p a rt o f th a t p ro c e s s  th e  s h a re d  s e rvic e  d e p a rtm e n ts  d ire c tly

cha rge d  UNS  Ele c tric  fo r s e rvice s  p rovide d  in  d ire c t s upport o f th is  ra te  ca s e  inc re me n ta l

to  the ir no rma l a nd  re curring  a c tivitie s .

For e xa mple , the  S WG's  Arizona  jurisdictiona l ope ra tions  ge ts  a pproxima te ly 55% of a ll

sha re d se rvice  cos t from "Corpora te " whe the r the y use  it or not. In e s se nce , the  Arizona

cus tom e rs  pa y for 50% of the  a ccounting  de pa rtm e nt,  50% of the  p la n t a ccounting

de pa rtme nt, 50% of the  ra te s /pricing de pa rtme nt, 50% of the  le ga l de pa rtme nt, 50% of

the  pa ra ble s  de pa rtm e nt, 50% of the  budge ting a nd 50% for othe r de pa rtm e nts . UNS

Electric has  none  of these  depa rtments  in house , it is  only cha rged for sha red se rvices  tha t

it use s  and obta ins  from TEP . And in the  ca se  of ra te  ca se  support those  incrementa l cos t

were  cha rged to and de fe rred on the  ba lance  shee t of UNS  Electric.
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1

2

disputed, should be the determining factors evaluated to determine if the expenses can be

recovered as part of the Company's cost of service.

3

4 H. Rate Case Expense (Staff Adjustment C-11).

Q-

7 A.

8
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11
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15

16
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2 1
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23

2 4

25

2 6
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5

6 Do  yo u  a g re e  with  Mr. S m ith 's  a d ju s tm e n t fo r Ra te Ca se  Expe nse ?

No . Mr. S m ith a tte m pts  to  com pa re  the  UNS  Ele c tric  ra te  ca s e  cos t to  S WG's  m os t

re ce nt ra te  ca s e  a nd im plie s  tha t S WG a nd UNS  Ele ctric  a re  com pa ra ble  com pa nie s .

Tha t a ssumption is  fla we d.

S WG is  one  e ntity with ope ra tions  in Arizona , Ne va da  a nd s outhe rn Ca lifornia . S WG

indire ctly a lloca te s  its  Exe cutive  a dminis tra tion a nd corpora te  sha re d se rvice s  cos t to its

jurisdictiona l re gula te d ope ra tions  ba se d on a  Ma ssa chuse tts  Formula . By contra s t, TEP

is  a  c o m p le te ly s e p a ra te  re g u la te d  u t ility. TE P  in d ire c tly a llo c a te s  E xe c u tiv e

a dminis tra tion cos t through a  s imila r Ma s s a chus e tts  Formula  a pproa ch. Howe ve r, TEP

dire ctly a lloca te s  the  a ctua l cos t for se rvice s  provide d to UNS  Ele ctric by sha re d se rvice

de pa rtme nts  of TEP . As  a  pa rt of tha t proce s s  the  s ha re d s e rvice  de pa rtme nts  dire ctly

cha rge d UNS  Ele ctric for se rvice s  provide d in dire ct support of this  ra te  ca se  incre me nta l

to the ir norma l a nd re curring a ctivitie s .

For e xa mple , the  S WG's  Arizona  jurisdictiona l ope ra tions  ge ts  a pproxima te ly 55% of a ll

sha re d se rvice  cos t from "Corpora te " whe the r the y use  it or not. In e s se nce , the  Arizona

cus tom e rs  pa y for 50% of the  a ccounting  de pa rtm e nt,  50% of the  p la n t a ccounting

de pa rtme nt, 50% of the  ra te s /pricing de pa rtme nt, 50% of the  le ga l de pa rtme nt, 50% of

the  pa ra ble s  de pa rtm e nt, 50% of the  budge ting a nd 50% for othe r de pa rtm e nts . UNS

Electric has  none  of these  departments  in house , it is  only changed for sha red se rvices  tha t

it use s  and obta ins  from TEP . And in the  ca se  of ra te  ca se  support those  incrementa l cos t

were  cha rged to and de fe rred on the  ba lance  shee t of UNS  Electric.
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RUCO'S RESPONSE TO
UNS ELECTRIC, INC'S

FIRST SET OF DATA REQUESTS
DOCKET no. E~04204A-06-0783

UNSE 1-17: W ith regards to RUCO's Operating Income Adjustment No. 5 - as
described in Mr. Moore's Direct Testimony at page 17 - please describe if
and how Mr. Moore disagrees with any of the following statements:
a. Unlike other utilities providing service in the state, UNS Electric

does not have internal personnel and support services built into its
base rates.
TEP employees who perform services for UNS Electric directly
record those costs to UNS Electric, as opposed to using the
Massachusetts Formula to allocate such services.
That RUCO based its rate case expense recommendation for UNS
Gas in Docket No. G-04204A-06-0463 on what was granted as
rate case expense for Southwest Gas Corporation in Decision No.
68487 (February 23, 2006).
That Southwest Gas Corporation's system-allocated labor costs
were 6.38 percent of operating expenses.
That Southwest Gas Corporation has internal personnel and
support services built into its base rates.

Response: Rodney L. Moore

a. -. e. l agree with statement.

I

\

d.

C.

e.

b.

A MMSE ,9
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UNS ELECTRIC, INC'S

FIRST SET OF DATA REQUESTS
DOCKET no. E-04204A-06-0783

UNSE 1-17: With regards to RUCO'S Operating Income Adjustment No. 5 - as
described in Mr. Moore's Direct Testimony at page 17 - please describe if
and how Mr. Moore disagrees with any of the following statements:

Unlike other utilities providing service in the state, UNS Electric
does not have internal personnel and support services built into its
base rates.
TEP employees who perform services for UNS Electric directly
record those costs to UNS Electric, as opposed to using the
Massachusetts Formula to allocate such services.
That RUCO based its rate case expense recommendation for UNS
Gas in Docket No. G-04204A-06-0463 on what was granted as
rate case expense for Southwest Gas Corporation in Decision No.
68487 (February 23, 2006).
That Southwest Gas Corporation's system-allocated labor costs
were 6.38 percent of operating expenses.
That Southwest Gas Corporation has internal personnel and
support services built into its base rates.

Response: Rodney L. Moore

a... e. I agree with statement.

r

I

d.

a.

c.

e.

b.

/WSE ' 9
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1 Q.

2

3

4

5

Wha t would the  impa ct be  on UNS  Ele ctric if a ll a dminis tra tive  a nd ge ne ra l support

costs from TEP were allocated based on the s ame methodology as SWG?

The  a lloca tions  to UNS Electric from TEP for sha red se rvices  (labor & burdens) would

incre a se  a pproxima te ly $2.3 million a nnua lly. This  informa tion is  provide d in Exhibit

DJD-4 a ttached to my Rebutta l Testimony.

Q- Do you believe that UNS Electric should be allowed to collect all of these rate case

e xp e n s e s ?

Ye s , be ca us e  the s e  a re  the  a ctua l a nd le gitima te  outs ide  s e rvice  cos ts  incurre d in the

proce s s  o f p re pa ring  a nd  de fe nd ing  the  UNS  E le c tric  ra te  ca s e . In  th is  pa rtic u la r

ins ta nce ,  it will a m ount to  a bout $200 ,000  be ing  bu ilt in to  ba s e  ra te s  fo r ra te  ca s e

expense . UNS  Ele c tric 's  a djus tm e nt is  ba s ica lly e quiva le nt to  a dding a n incre m e nta l

a m ount to ba s e  ra te s  ba s e d on a ctua l us a ge , ve rs us  jus t s im ply a lloca ting portions  of

de pa rtme nts  a nd cha rging the m to UNS  Ele ctric whe the r use d or not. It would be  unduly

burde nsome  to a lloca te  a ll of the  sha re d se rvice  de pa rtme nt cos t of TEP  to UNS  Ele ctric

on a n indire c t ba s is . Howe ve r,  it is  a ls o  unfa ir for TEP  to  provide  s e rv ice s  to  UNS

Ele ctric tha t a re  not re imburse d, thus  TEP  a nd its  cus tome rs  would be  subs idizing UNS

Ele ctric 's  cus tome rs .

1. Edison Electric Institute ("EEPQ) (Staff Adjustment C-12).

6

7

8

9 A .

10

11

12

13

14

15

16
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21

22

23
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Q-

25

2 6

27

Do you agree with Mr. Smith's adjustment to reduce the Company's test-year level

of EEl dues?

Partially. I agree that based on the historical standard of excluding lobbying cost we

should have excluded the EEl Utility Air Regulatory Group ("UARG") dues. However, I

disagree with Mr. Smith's exclusion of 49.93 percent of EEl core dues. Mr. Smith was

provided extensive information in discovery about the multitude of benefits provided to

A.

A.

17



EX BIT

DJ D-4



UNS Electric, Inc
TEST YEAR ENDING JUNE 30, 2006

TEP A&G Labor indirectly allocated to UNSE
Total payroll

3,057,068
UNSE %

8.86%

Actual
Allocated

/charged to
270,856

TEP A&G Labor directly charged 1,819,330 100% 1.819.329

All TEP A&G Labor 44,196,747 0.00% 0

Amount that would have been allocated to UNSE if
Mass Formula was applied on Total TEP A&G Payroll 49,073,145 8.86% 4,347,881

Difference: 2,257,695
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1 Q.

2

3

4

Wh a t wo u ld  th e  im p a c t b e  o n  UNS  Ele c tric  if a ll a d m in is tra tive  a n d  g e n e ra l s u p p o rt

co s ts  fro m TEP were  a llo ca ted  b as ed  o n  th e  s ame meth o d o lo g y as  SWG?

The  a lloca tions  to UNS  Ele ctric  from TEP  for s ha re d s e rvice s  (la bor & burde ns ) would

incre a s e  a pproxim a te ly $2.3 m illion a nnua lly.  This  inform a tion is  provide d in  Exhibit

DJ D-4 a tta che d to my Re butta l Te s timony.

Q- Do you believe that UNS Electric should be allowed to collect all of these rate case

expenses?

Yes, because these are the actual and legitimate outside service costs incurred in the

process of preparing and defending the UNS Electric rate case. In this particular

instance, it wil l  amount to about $200,000 being built into base rates for rate case

expense. UNS Electric's adjustment is basically equivalent to adding an incremental

amount to base rates based on actual usage, versus just simply allocating portions of

departments and charging them to UNS Electric whether used or not. It would be unduly

burdensome to allocate all of the shared service department cost of TEP to UNS Electric

on an indirect basis. However, it is also unfair for TEP to prov ide serv ices to UNS

Electric that are not reimbursed, thus TEP and its customers would be subsidizing UNS

Electric's customers.

1 . Edison Electric Institute (SGEEIVU) (Staff Adjustment C-12).
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27

Do you agree with Mr. Smith's adjustment to reduce the Company's test-year level

of EEl dues?

Partially. I agree that based on the historical standard of excluding lobbying cost we

should have excluded the EEl Utility Air Regulatory Group ("UARG") dues. However, I

disagree with Mr. Smith's exclusion of 49.93 percent of EEl core dues. Mr. Smith was

provided extensive information in discovery about the multitude of benefits provided to

A.

A.

17
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Ele ctric ca se . The  me thodology use d to de te rmine  the  ove rtime  a djus tme nt for the se  two

compa nie s  should be  cons is te nt. It a ppe a rs  to be se le ctive  a na lys is  to sa y tha t the  me thod

works  for UNS  Ga s  but now doe s  not work for UNS  Ele ctric.

11. RESPONSE TO RUCO WITNESS MARYLEE DIAZ CORTEZ'S SURREBUTTAL

TESTIMONY.

1

2

3

4

5
6 .

7

8

9

10 Q .

11

12 A.

13

14

15

16

17

18

19

2 0

2 1

2 2

23

2 4

25

2 6

2 7

A. Bad Debt Expense (RUCO Adjustment No. 6).

M r . Dukes do you have any comments regarding Ms. Diaz Cortez's position on Bad

Debt expense?

Yes. Ms. Diaz Cortez and I are in agreement that the Company mistakenly used gross bad

debt expense as opposed to net bad debt expense. The Company corrected that in its

Rebuttal Testimony and their revised adjustment was accepted by Staff However, Ms.

Diaz Cortez is still in disagreement on the Company's use of an average write-off rate as

opposed to test year level only. Ms. Diaz Cortez argues that an average should only be

used when "specy'ic abnormal conditions are identified in the test year data However,

she ignores the fact that the bad debt expense incurred by a small company like UNS

Electric does tend to fluctuate significantly year over year and the test year itself was not

reflective of the historical years or most recent activity. Below is a chart of the actual bad

debt expense for the three calendar years 2004 .-.. 2006, the test year and the twelve months

ending June 2007. You can see from the chart that bad debt expense can f luctuate

significantly over varying time periods and calendar year 2005 appears to be abnormally

low ($l98,703 less than the next year level), which of course has impacted the test year

level. You can also see that the pro forma level the Company is requesting, $423,929, is in

line with normal and recurring levels. If anything, it is conservative because it gives equal

weight to the abnormally low year of 2005, which is not as likely to recur. You can also

13
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1

2

3

4

se e  by the  la rge  jump in the  twe lve  months  e nde d J une  2007, tha t it ca n be  ve ry vola tile

and is  like ly to be  much highe r in the  nea r future .

Ba d De bt Expe nse  for UNS  Ele ctric

2004 $ 426,405

2005 $ 296,428

2006 $ 495,131

Te s t Ye a r $ 356,982

June  2006 to June  2007 $ 715,267

B. A&G Capitalization (RUCO Adjustment No. 10).
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Q- Mr. Du ke s  d o  yo u  h a ve  a n y c o m m e n ts  re g a rd in g  Ms . Dia z Co rte z's  p o s itio n  o n  A&G

Ca p ita liza tio n ?

Ye s . Ms . Dia z Corte z's  a rgume nt is  puzzling, she  continue s  to e qua te  this  a djus tme nt with

s ome  type  of double  re cove ry. Th is  is  a n  ina c c u ra te  de p ic tion .  As  I po in t ou t in  m y

Re butta l Te s timony, this  is  known a nd me a sura ble  cha nge  in the  ca pita liza tion "ra te " for

sha re d se rvice s  de pa rtme nts  tha t impa cts  e xpe nse s  prospe ctive ly. This  ra te  cha nge  took

pla ce  a fte r the  te s t ye a r a nd the re fore  the  cos t ca pita lize d from ince ption of the  Compa ny

(Augus t 2003) th rough the  e nd  of the  te s t ye a r we re  a ccura te  a nd  ba s e d  on  the  be s t

informa tion a t tha t time . It is  norma l for ca pita liza tion ra te s  for sha re d se rvice , ope ra tiona l

a nd cons truction de pa rtme nts  to cha nge  ove r time . If Ms . Dia z Corte z 's  a rgume nt we re

corre ct the n it would s ta nd to re a s on tha t ha d the  ca pita liza tion ra te  incre a s e d, Ms . Dia z

Corte z would be  a rguing tha t the  prospe ctive  a djus tme nt should be  a dde d to ra te  ba se . I

find it ha rd to imagine  tha t she  would a rgue  to add dolla rs  not ye t spent to ra te  ba se , a s  she

should not be  a rguing to remove  dolla rs  a lready prope rly capita lized.

14
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1

2

3

4

twe lve  month pe riod. The  a dditiona l purcha s e s  we re  ma de  via  the  Compa ny's  P ro-Ca rd

and were  not used in tha t eva lua tion because  it takes  additiona l time  and re sea rch to obta in

the  a mount of ga llons  purcha se d informa tion. The  a ctua l Fle e t Fue l e xpe nse  for the  twe lve

m onths  e nde d J une  2007 wa s  $599,075 a s  s hown on Exhibit DJ D-7. The  a m ount the

Compa ny propose d in its  Re butta l filing a nd a cce pte d by RUCO of $605,498 re ma ins  the

Compa ny's  re comme nde d le ve l of fle e t fue l e xpe nse . Tha t re pre se nts  $2.82 pe r ga llon

the  agreed-upon we ighted ave rage  cost - times  214,716 ga llons .

B. Normalized Injuries and Damages Expense (Staff Adjustment C-6).
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Q. Has Mr. Smith addressed his adjustment for Injuries and Damages expense in his
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27

S u rre b u tta l te s timo n y?

Yes. Mr. S m ith continue s  to  s upport a  s im ple  thre e -ye a r a ve ra ge  of the  e ntire  FERC

Account 925, with the  inte ntion of providing a  pro forma  e xpe ns e  le ve l of $403,340. As

s ta te d  in  m y Re butta l Te s tim ony, I d is a gre e  with  th is  pos ition  be ca us e  it s ignifica ntly

unde rs ta te s  the  norma l a nd re curring le ve ls  of e xpe nse . The  ye a rs  2004 through 2005 a re

not re fle ctive  of curre nt e xpe nse  le ve ls  for ge ne ra l lia bility insura nce  e xpe nse  a nd Office rs

a nd Dire ctors  lia bility ins ura nce  e xpe ns e . I s howe d in my Re butta l Te s timony how the s e

e xpe ns e s  incre a s e d be ca us e  of incre a s e s  in ins ura nce  pre miums , a nd tha t Office rs  a nd

Dire ctors  lia bility ins ta nce  e xpe nse  be coming fully a lloca te d to UNS  Ele ctric. These  a re

the  known a nd a ctua l cos ts  for the s e  e xpe ns e s , which a re  re a s ona ble  e xpe ns e s  for the

Compa ny to incur. Re ga rding worke rs  compe ns a tion e xpe ns e , I a gre e d tha t a  re duction

wa s  a ppropria te  to re fle ct norma l a nd re curring e xpe nse . Mr. S mith's  proposa l for a  thre e -

ye a r a ve ra ge  of the  e ntire  FERC Account is  not wa rra nte d a nd will not a ccura te ly re fle ct

the se  cos ts  going forwa rd. As  I de scribe  be low, tha t re duction should ha ve  be e n $98,161.

I a m ma king tha t cha nge  in my Re joinde r Te s timony.

A.

2
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Revised

in RCS~6

Revised

After RCS-6Schedule Description Pages

Revenue Requirement Summa Schedules

A Calculation of Revenue Deficiency (Sufficiency) I Revis ed Revis ed

A-I Gross Revenue Conversion Factor I Revised Revised

B AdjustedRate Base I Revised Revised

B.l Summa of Adjustments to Rate Base 1 Revised Revised

C Adjusted Net Operating Income I Revised Revised

C.l Summa of Net Operating Income Adjustments 4 Revised Revised

D Capital Structure and Cost Rates l Revised Revised

Rate Base Adjustments

B-I Remove Construction Work in Progress l
B-2 Adjust CWIP for Plant in Service by End of Test Year I

B-3 Plant in Service Addition Subject toReimbursement I Revised

B-4 Cash Working Capital Lead/Mg Study l Revised Revised

B-5 AccumulatedDeferred IncomeTaxes l

Net Operating lncame Adjustments

C-I Revenue Adjustment for CARES Discount l
C-2 ' | Taxes for CWIPRemoveD recition & Prone I

C-3 . | Taxi for CWIP Found to be In-Service in the Test YearD recition & Prove 1

C-4 Fleet FuelExpense 2 Revised Revised fa]

C-5 Postage Expense I

C-6 NormalizeInjuries and DamagesExpense l Revise lb]

C-7 Incentive Compensation Expense I Revised [cl

C-8 Supplemental Executive Retirement Plant (SERP) Expense I

C-9 Stock Based Compensation Expense l
C-I0 Prove Tax Expense I

C-l I Rate Case Expense l
C-12 Edison Electric Institute Dues 2

C-I3 Association DuesOther Membership and Indus I

C-14 InterestS chronization l Revised Revised

C-I5 . ID recition Rates Correction 4

C-l5.l ' •D ruziation Rates Correction - Details of ComDany's Pre-Correction Calculation [R C S -2 ]

C-15.2 DepreciationRates Correction - Details of CalculationUsing CorrectedRates mcs-21

C-16 Emergency Bill Assistance Expense l
C-I7 Markup Above Cost in Charges from Affiliate, Southwest Ener Services l Added

C-18 Bad Debt Expense l Added

C-19 RemoveDouble Count fromOutside Services~Demand SideManagement I Added

C-20 Correct Year-End Accrual Expense Amount for Out-of-Period Expense l Added

Total Pages,Including ContentListing 41

[31 Modified to utilize pro forma adfusled fleet fuel expense of $605,498 per UNSE witness Dukes' rejoinder testimony at page2.

lb] Revised to agree with the revised normalized amount stated in UNSE witness Dukes' rejoinder testimony at page 4

Fa Modified in response to UNSE witness Dukes' rejoinder testimony at page 7.

EXHIBIT

Attachment RCS-1 1

Staff Revised Accounting Schedules

Accompanying the Testimony of Ralph C. Smith

[RCS -2] Depreciation Rates CorrectionSupport was filed in AttachmentRCS-2 with Mr. Smith's direct testimony.
That additional supportingdetail has not changed, and is therefore notbeing re-filed with Mr.Smith's surrebuttal.
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UNS Electric, Inc.
Adjustment to Fleet Fuel Expense (supplemental worksheet)
Allocation of Staff adjustment to FERC accounts

Docket No. E-04204A-06-0783
Schedule C`~4
Page 2 off
Revised 9/17/2007

Test Year Ended June 30, 2006

Co Aect
Expense

Tvlw

FERC
Account

DR CR Net Amount % of Total
O& M Staff

Adjustment Adjustment

I
J

33
33
33
33
33
33
33
33
33
33
33
33
33
33
33
33
33
33
33
33
33
33
33
33
33
33
33
33
33
33
33
33
33
33
33
33
33
33
33

55000
55000
55000
55000
55000
55000
55000
55000
55000
55000
55000
55000
55000
55000
55000
55000
55000
55000
55000
55000
55000
55000
55000
55000
55000
55000
55000
55000
55000
55000
55000
S5000
55000
55000
55000
55000
55000
55000
55000

403
403
403
403
403
403
403
403
403
403
403
403
403
403
403
403
403
403
403
403
403
403
403
403
403
403
403
403
403
403
403
403
403
403
403
403
403
403
403

546
548
549
55 I
553
554
557
562
563
566
570
571
580
58]
582
583
584
585
586
587
588
590
592
593
594
595
596
598
901
902
903
905
908
909
910
920
92 I
925
930

37,634.1 1
$1,198.26
$188.36

$9,428.90
$I7,592.83
$9,332.50
$2,550.60
$3,237.60
$472.61

$2,075.77
$7,633.80
$395.23

$8,414.78
$54,]08.09
$4,099.30

533,150.2 I
$65,053.92

$165.43
$98,161.79
$1,717.22

$43,342.83
$9,421 .bl

$53,782.89
$93,650.75
$18,195.04
$8,141.32
$8,089.99
$171.22

$24,434.41
s13,012.92

$132,933.49
$1,969.74
$7,737.47
$7,376.08
$181 .63
$0.00

$111,418.51
$165.65

$34,835.19

$7,634. l I
$1,198.26
$188.36

$9,428.90
$17,592.83
$9,332.50
$2,550.60
$3,237.60
$472.61

$2,075.77
$7,633.80
$395.23

$8,414.78
$54,108.09
$4,099.30

533,150.21
$65,053.92

$165.43
$98,161 .79
$1,717.22

$43,342.83
$9,421.15 I

$53,782.89
$93,650.75
$18,195.04
$8,141.32
$8,089.99
$171 .22

$24,434.41
$13,012.92

$132,933.49
$1,969.74
$7,737.47
$7,376.08
$181 .63
$0.00

$111,418.51
$165.65

$34,835. 19

0.85%
0. I3%
0.02%
I .05%
l .96%
l .04%
0.28%
0.36%
0.05%
0.23%
0.85%
0.04%
0.94%
6.04%
0.46%
3.70%
7.26%
0.02%
l0.96%
0. IN%
4.84%
L05%
6.0l%
l0.46%
2.03%
0.91%
0.90%
0.02%
2.73%
l .45%
14.85%
0.22%
0.86%
0.82%
0.02%
0.00%
l2.44%
0.02%
3.89%

$1 ,829
$287
$45

s2,259
$4,214
$2,235
$61 I
$776
$113
$497

so ,829
$95

$2,016
$12,961

$982
$7,941
s15,583

$40
$23,513

s411
$10,382
$2,257
s12,883
$22,433
$4,358
$1,950
$1 ,938

$41
$5,853
$3,117
$31,842

$472
$1,853
so ,767

$44
$0

$26,689
s40

s8,344

(8357)
($56)

($9)
(s441 >
(5823)
(5437)
(s119)
(S l52)
($22)
(s97)
(5357)
($l8)
(5394)

(s2,532)
($l92)

(so ,551 )
($3,045)

(SO)
($4,594)

($80)
(32,028)
(5441)

($2,5l7)
(54,383)
(5852)
(s381)
(5379)

(88)
(51 , 144)
($609)

(56,221)
($92)
($362)
(s345)

(89)
so

($5,2l5)
(58)

(so ,ssh )

$895,472.05 $0.00 s895.472.05 $214,500 (541,909)

$2l4_497 $ (41 ,909)Staffadjustment amount Rompage It

v
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1 . INTRODUCTION.

Q. Please state your name and address.

My name is Dallas J. Dukes and my business address is One South Church Avenue,

Tucson, Arizona, 85702.

Are you the same Dallas Dukes who filed Rebuttal Testimony in this proceeding?

Yes, I am.

Mr. Dukes, have you reviewed the Surrebuttal Testimony filed by the Commission

Staff and Interveners in this case?

Ye s , I ha ve . P le a s e  s e e  Exhibit DJ D-6 for a  s umma ry of pro forma  a djus tme nts  a nd

revis ions  to pro forma  adjus tments  a s  propos ed by S ta ff, RUCO and the  Company.

II. RES P ONS E TO S TAFF WITNES S  RALP H c . S MITH'S  S URREBUTTAL

TESTIMONY.

A. Fleet Fuel Expense (Staff Adjustment C-4).

1

2

3

4

5

6
Q .

7
A.

8

9
Q .

10

1 3

1 4

1 5

1 6

1 7

1 8

19
Q.

20

21

22

23

24

25

26

27

Mr. Dukes do you have any comments regarding Mr. Smith's revised adjustment for

A.

A.

A.

flee t fuel expens e?

Ye s . Mr. S mith ha s  re lie d upon my re butta l workpa pe r UNS E (0783)l0597 to de rive  his

la te s t re vis e d fle e t fue l e xpe ns e  le ve l. Howe ve r, the  $585,210 he  re fe re nce s  is  not the

c omple te  fle e t fue l e xpe ns e  fo r the  twe lve  mon ths  e nd ing  J une  2007  a s  Mr. S mith

inte rpre te d the  workpa pe r. Tha t a mount re pre s e nte d the  fue l tha t wa s  invoice d to the

Compa ny through four d iffe re nt fle e t ca rd  provide rs  tha t inc lude s  ga llons  purcha s e d

informa tion directly on the  invoice . Thos e  amounts  were  us ed to de rive  an ave rage  cos t

pe r ga llon. Howe ve r there we re  a d d itio n a l fle e t fu e l p u rc h a s e s  d u rin g  th a t

1



1

2

3

4

twe lve  month pe riod. The  a dditiona l purcha s e s  we re  ma de  via  the  Compa ny's  P ro-Ca rd

and we re  not used in tha t eva lua tion because  it take s  additiona l time  and re sea rch to obta in

the  a mount of ga llons  purcha se d informa tion. The  a ctua l Fle e t Fue l e xpe nse  for the  twe lve

m onths  e nde d J une  2007 wa s  $599,075 a s  s hown on Exhibit DJ D-7. The  a m ount the

Compa ny propose d in its  Re butta l filing a nd a cce pte d by RUCO of $605,498 re ma ins  the

Compa ny's  re comme nde d le ve l of fle e t fue l e xpe nse . Tha t re pre se nts  $2.82 pe r ga llon

the  agreed-upon we ighted ave rage  cos t - times  214,716 ga llons .

B. Normalized Injuries and Damages Expense (Staff Adjustment C-6).

Q. Has Mr. Smith addressed his adjustment for Injuries and Damages expense in his

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

2 0

2 1

2 2

23

2 4

2 5

2 6

2 7

A.

S u rreb u tta l te s timo n y?

Yes. Mr. S m ith  continue s  to  s upport a  s im ple  thre e -ye a r a ve ra ge  of the  e ntire  FERC

Account 925, with the  inte ntion of providing a  pro forma  e xpe ns e  le ve l of $403,340. As

s ta te d  in  m y Re butta l Te s tim ony, I d is a gre e  with  th is  pos ition  be ca us e  it s ignifica ntly

unde rs ta te s  the  norma l a nd re curring le ve ls  of e xpe nse . The  ye a rs  2004 through 2005 a re

not re fle ctive  of curre nt e xpe nse  le ve ls  for ge ne ra l lia bility insura nce  e xpe nse  a nd Office rs

a nd Dire ctors  lia bility ins ura nce  e xpe ns e . I s howe d in my Re butta l Te s timony how the s e

e xpe ns e s  incre a s e d be ca us e  of incre a s e s  in ins ura nce  pre miums , a nd tha t Office rs  a nd

Dire ctors  lia bility insura nce  e xpe nse  be coming fully a lloca te d to UNS  Ele ctric. These  a re

the  known a nd a ctua l cos ts  for the s e  e xpe ns e s , which a re  re a s ona ble  e xpe ns e s  for the

Com pa ny to incur. Re ga rding worke rs  compe nsa tion e xpe nse , I a gre e d tha t a  re duction

wa s  a ppropria te  to re fle ct norma l a nd re curring e xpe nse . Mr. S mith's  proposa l for a  thre e -

ye a r a ve ra ge  of the  e ntire  FERC Account is  not wa rra nte d a nd will not a ccura te ly re fle ct

the se  cos ts  going forwa rd. As  I de scribe  be low, tha t re duction should ha ve  be e n $98,161.

I a m ma king tha t cha nge  in my Re joinde r Te s timony.

2

4
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1 . INTRODUCTION.

Q. Please state your name and address.

My name is Dallas J. Dukes and my business address is One South Church Avenue,

Tucson, Arizona, 85702.

Are you the same Dallas Dukes who filed Rebuttal Testimony in this proceeding?

Yes, I am.

Mr. Dukes, have you reviewed the Surrebuttal Testimony filed by the Commission

Staff and Interveners in this case?

Yes, I have. Please see Exhibit DJD-6 for a summary of pro forma adjustments and

revisions to pro forma adjustments as proposed by Staff, RUCO and the Company.

II. RES P ONS E TO S TAFF WITNES S  R.ALP H c . S MITH'S  S URREBUTTAL

TESTIMONY.

A. Fleet Fuel Expense (Staff Adjustment C-4).

1

2

3

4

5

6
Q.

7
A.

8

9
Q-

10

11
A.

12

13

14

15

16

17

18

19
Q.

20

21
A.

22

23

24

25

26

27

Mr. Dukes do you have any comments regarding Mr. Smith's revised adjustment for

A.

fleet fuel expense?

Yes. Mr. Smith has relied upon my rebuttal workpaper UNSE (0783)l0597 to derive his

latest revised fleet fuel expense level. However, the $585,210 he references is not the

complete  flee t fue l expense  for the  twelve  months  ending June 2007 as  Mr. Smith

interpreted the workpaper. That amount represented the fuel that was invoiced to the

Company through four different fleet card providers that includes gallons purchased

information directly on the invoice. Those amounts were used to derive an average cost

per gallon. However there were  additiona l flee t fue l purchases  during tha t

l
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1 D. Postage Expense (RUCO Adjustment No. 8).

2

3 Q- Has Mr. Moore addressed his adjustment for Postage expense in his Surrebuttal

4 t e s t im o n y?

Ye s . Mr. Moore  continue s  to de fe nd his  pos ition of ba s ica lly only a llowing re cove ry of

te s t ye a r le ve ls  a djus te d for known ra te  cha nge s . Aga in RUCO is  a rguing tha t the  cos t of

pos ta ge  e xpe ns e  doe s  not fluctua te  e nough to me rit norma liza tion tre a tme nt a nd a ga in

RUCO ignore s  the  informa tion provide d to the m within workpa pe rs . The  pos ta ge  e xpe ns e

ha s  va rie d from $415,524 to $257,881 to $365,567 ove r the  pa s t thre e  ye a rs , a ll the  while

cus tome r counts  a nd cus tome r's  bills  ma ile d ha ve  s te a dily incre a s e d. This  is  be ca us e

cus tome r count is  not the  only drive r of the s e  cos ts . This  is  why the  Compa ny norma lize d

the s e  e xpe ns e s  a nd S ta ff a cce pte d our a djus tme nt modifie d to re fle ct the  pos ta ge  ra te

increase  in 2007.

E. SERP (RUCO Income Statement Adjustment 16).

Q- Has Mr. Moore addressed his adjustment for SERP expense in his Surrebuttal

tes timony?

Ye s . Mr. Moore  continue s  to de fe nd his  propos e d e limina tion of S ERP  cos t incurre d by

the  Company during the  tes t year.

Q.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19 A.

20

21

2 2

23

24

25

2 6

27

A.

Do you have any additional comments  about Mr. Moore 's  pos ition?

Yes. I have  addressed most of Mr. Moore 's  a rguments  in my Rebutta l Tes timony and in

responding to Mr. Smith's  a rguments  ea rlie r in my Re joinder Testimony. For a ll of those

reasons, I continue to disagree  with Mr. Moore 's  position.

21

A.

\
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1

2

3

4

5

6

7

The  Compa ny's  a djus tme nt a nd S ta ffs  re vis ion to tha t a re  ba se d upon looking a t the

average  historica l cost. Which is  a  reasonable  approach in situa tions were  cost fluctuate

s ignificantly. In the  ca se  of pos ta ge  e xpe nse , e ve n though the  ra te s  a re  continua lly

increasing, we a lso see  the  cost per customer bill fluctuate  fa irly s ignificantly from month

to month. This  is  primarily a  re sult of non-bill items , like  informa tiona l and educa tiona l

materia ls  as  well as  normal business  postage . Tha t is  why I be lie ve  the  Compa ny's

adjustment revised by Staff is the more appropriate adjustment.

8

9 F. SERP (RUCO Income Statement Adjustment 16).

1 0

11 Q.

1 2

1 3

Do you agree  with Mr. Moore 's  adjus tment for SERP?

No, Mr. Moore 's  pos ition is  s imila r to  S ta ffs  pos ition. I s trongly dis a gre e  with Mr.

Moore  on the  sa me  grounds  a s  discusse d e a rlie r whe n I re butte d Mr. S mith's  Dire ct

14 Testimony.

15

16

17

G. Unnecessarv Expenses (RUCO Income Statement Adjustment 17).

18 Q.

19

20

21

22

23

24

Do you agree with Mr. Moore 's  adjus tment for Unneces s ary Expens es ?

Not e ntire ly. The re  a re  $10,013 of cos t within Mr. Moore 's  lis t tha t the  Compa ny ha d

pre vious ly a gre e d with RUCO s hould be  re move d from re ve nue  re quire me nts  in a

re sponse  to da ta  reques ts  from Mr. Moore . However, the  vas t ma jority of Mr. Moore 's

excluded items are  normal business  expenses and should not be  excluded from cost of

service . The Company's  witness Thomas J . Ferry discusses the  remaining expenditures

Mr. Moore  s e e ks  to e xclude  a s  "Ina ppropria te " a nd "Unne ce s s a ry" in his  Re butta l

25 Testimony.

26

27

30

A.

A.

c
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x

1

2

the  Compa ny a nd ultima te ly to  the  cus tome rs  through its  EEl me mbe rs hip. This

information is  provided in Exhibit DJD-5 a ttached to my Rebutta l Testimony.

3

4 Als o the  Compa ny provide d a  pro  forma  a djus tme nt re duc ing the  te s t-ye a r e xpe ns e

a s s oc ia te d with  EEl due s  for lobbying a c tivity ba s e d on the  mos t re ce nt informa tion

provide d  by EEl the ms e lve s . Th a t a d ju s tm e n t a lo n g  with  th e  a d d itio n a l UAR G

a djus tme nt me ntione d a bove  brings  the  te s t ye a r e xclus ion up to 48% of the  a nnua l EEl

e xpe ns e . I be lie ve  this  is  more  tha n a n a de qua te  re duction of te s t-ye a r cos t, e s pe cia lly

whe n  you  a pp ly Mr. S mith 's  be ne fit a rgume nt a nd  c ons ide r tha t lobbying  e xpe ns e

probably benefits  cus tomers  jus t a s  much or even more  than shareholders .

The  prima ry obje c tive  of a  group like  the  EEl a nd a  s ub-group like  UARG is  to  be  a n

a dvoc a te  on  be ha lf o f its  e le c tric  c ompa ny me mbe rs .  UARG he lps  to  e ns u re  tha t

le gis la tion doe s  not re s ult in e xce s s ive  cos ts  a ga ins t the  Compa ny. Be ca us e  it is  the

Compa ny's  cus tome rs  who ultima te ly pa y for cos t incre a s e s  a nd/or incre a s e d inve s tme nt

driven by legis la tion, tax code  changes  or environmenta l s tanda rds  pa s s ed tha t a ffect the

e le c tric  indus try. The re fore , EEl a nd UARG do provide  re a l be ne fits  to  cus tome rs  a s

we ll a s  for the  e lectric companies .

J . Other Membership and Industry Association Dues (Staff Adjustment C-13).

5

6

7

8

9

10

13

14

15

16

17

18

1 9

20

2 1

22

23

24

25

26

27

Q. Do you agree with Mr. Smith's adjustment to remove other membership and

industry dues expenditures from test year activity?

Yes. These are expenses that were inadvertently missed in the review and preparation of

the Company's filing.

A.

1 8
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x

E

l Q-

2

3

4

Wha t would the  impa ct be  on UNS  Ele ctric if a ll a dminis tra tive  a nd ge ne ra l support

cos ts  from TEP were allocated based on the same methodology as SWG?

The  a lloca tions  to UNS Electric from TEP for sha red se rvices  (labor & burdens) would

incre a se  a pproxima te ly $2.3 million a nnua lly. This  informa tion is  provide d in Exhibit

DJD-4 a ttached to my Rebutta l Testimony.

Q- Do you believe that UNS Electric should be allowed to collect all of these rate case

expenses?

Ye s , be ca us e  the s e  a re  the  a ctua l a nd le gitima te  outs ide  s e rvice  cos ts  incurre d in the

proce s s  o f p re pa ring  a nd  de fe nding  the  UNS  E le c tric  ra te  ca s e . In  th is  pa rtic u la r

ins ta nce ,  it will a m ount to  a bou t $200 ,000  be ing  bu ilt in to  ba s e  ra te s  fo r ra te  ca s e

expense . UNS  Ele c tric 's  a djus tm e nt is  ba s ica lly e quiva le nt to  a dding a n incre m e nta l

a m ount to ba s e  ra te s  ba s e d on a ctua l us a ge , ve rs us  jus t s im ply a lloca ting portions  of

de pa rtme nts  a nd cha rging the m to UNS  Ele ctric whe the r use d or not. It would be  unduly

burde nsome  to a lloca te  a ll of the  sha re d se rvice  de pa rtme nt cos t of TEP  to UNS  Ele ctric

on a n indire c t ba s is . Howe ve r,  it is  a ls o  unfa ir for TEP  to  provide  s e rv ice s  to  UNS

Ele ctric tha t a re  not re imburse d, thus  TEP  a nd its  cus tome rs  would be  subs idizing UNS

Ele ctric 's  cus tome rs .

1. Edison Electric Institute (HEEI"Q (Staff Adjustment C-12).

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

2 4 A.

25

26

27

Q. Do you agree with Mr. Smith's adjustment to reduce the Company's test-year level

of EEl dues?

Partially. I agree that based on the historical standard of excluding lobbying cost we

should have excluded the EEl Utility Air Regulatory Group ("UARG") dues. However, I

disagree with Mr. Smith's exclusion of 49.93 percent of EEl core dues. Mr. Smith was

provided extensive information in discovery about the multitude of benefits provided to

I

A.

A.

1 7



Revised

in RCS-6

Revised

After RCS-6Schedule Description Pages

Revenue Requirement Summa Schedules

A Calculation of Revenue Deficiency (Sufficiency) l Revis ed Re vis e d

A-l Gross Revenue Conversion Factor I Revised Revised

B Adjusted Rate Base l Revised Revised

B.l Summa of Adiustrnents to Rate Base 1 Revised Revised

C Adjusted Net Operating Income l Revised Revis ed

C.l Summa of Net Operating Income Adjustments 4 Revised Revis ed

D Capital Structure and Cost Rates I Re vis e d Revised

Rate Base Adjustments

B-I Remove Construction Work in Progress I

B-2 Adjust CWIP for Plant in Serviceby End of Test Year I

B-3 Plantin Service AdditionSubject to Reimbursement I Revised

B-4 Cash Working Capital - Lead/Lag Study l Revised Revised

B-5 Accumulated Deferred Income Taxes I

Net Operating income AdiustmeMs

C-I Revenue Adjustment for CARES Discount I

C-2 I Taxes for CWIPRemove D recition &Prove I

C-3 'o Taxes for CWIPFound to be In-Service in the Test YearD recition & Prop l
CO Fleet Fuel Expense 2 Revised Revised [a]

C-5 Postage Expense I

C-6 Normalize Injuries and Damages Expense I Revised [bl

C-7 Incentive Compensation Expense I Revised [c]

C-8 Supplemental Executive Retirement Plant (SERP) Expense l
C-9 Stock Based Compensation Expense I

C-I0 Prone Tax Expense I

c-11 Rate Case Expense I

C-I2 Edison Electric Institute Dues 2

C-l3 Association DumOther Membership and Indus I

C-14 InterestS chronization I Revised Revised

C-I5 'sD recition Rates Correction 4

C-\5.l D recitionRates Correction - Details ofCompany's Pre-CorrectionCalculation fRcs~21

C-15.2 Depreciation Rates Correction - Details of Calculation Using Corrected Rates [RCS-2]

C-I6 Emergency Bill Assistance Expense I

C-I7 Markup Above Cost in Charges from Affiliate, Southwest Energy Service I Added

C-I8 | ,Bad Deb\Ex nae I Added

C-19 Remove Double Count from Outside Services-Demand Side Management 1 Added

C-20 Correct Year-End Accrual Expense Amount for Out-of~Period Expense I Added

Total Pages, Including Content Listing 41

[a l Modified to utilize pro forma adjusted fleet fuelexpense of$605,498 per UNSEwitness Dukes' rejoinder testimony atpage 2.

rb evil1 a I to agree with the revised normalized amount stated in UNSE witness Dukes' rejoinder testimony at page 4

[CI Modified in response to UNSE witness Dukes' rejoinder testimony at page7.

EXHIBIT

Attachment RCS-1 1

Staff Revised Accounting Schedules

Accompanying the Testimony of Ralph C. Smith

)

[RCS -2] Depreciation RatesCorrectionSupport was Glad in Attachment RCS-2with Mr. Smith's direct testimony.

Thatadditional supporting detail has not changed, and is therefore not being re-tiled withMr. Smith's surrebuttal.

J
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Edison Electric Institute
Schedule of Expenses by NARUC Category

For Core Dues Activities
For the Year Ended December 31, 2005

Docket No. E-04204A-06-0783

Schedule C-I2

Page 2 off

NARUC Operating Expense Category

% of
Dues

Recommended
Disallowance

Legislative Advocacy 20.38% 20.38%

Legislative Policy Research 6.02%

Regulatory Advocacy 16.49% 16.49%

Regulatory Policy Research 13.99%

Advertising I .67% l_67%

Marketing 3.68% 3.68%

UtilityOperations and Engineering 11.31%

\
I

Finance, Legal, Planning and Customer Service 18.75%

Public Relations 7.71% 7.71%

Total Expenses 100.00% 49.93%»

*

Comments:
The above percentages represent expenses associated with

EEl's core dues activities, based on the operating expense

categories established by NARUC. Core expenses are those

expenses paid for by shareholdenowned electric utilities' dues.

* The legislative advocacy percent will differ slightly for IRS

reporting requirements. For 2005, the lobbying % for IRS

reporting is l9.4%.

* Administrative expenses are included in the percentages listed

above. Approximately ll% of EEl's coredues expenses are

administrative.



152



1

2

3

4

BEFORE THE ARIZONA CORPORATION COMMISSION

COMMISSIONERS
MIKE GLEASON- CHAIRMAN
WILLIAM A. MUNDELL
JEFF HATCH-MILLER
KRISTIN K. MAYES
GARY PIERCE

5

6

7

8

9

) DOCKET NO. E-04204A-06-0783

1 0

11

1 2

IN THE MATTER OF THE APPLICATION OF
UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE OF
THE PROPERTIES OF UNS ELECTRIC, INC.
DEVOTED TO ITS OPERATIONS
THROUGHOUT THE STATE OF ARIZONA
AND REQUEST FOR APPROVAL OF
RELATING FINANCING

)
)
)
)
)
)
)
)
)
)
)

1 3

1 4

1 5 Rebutta l Tes timony of
1 6

1 7 Da lla s  J  Duke s

1 8

1 9 on Beha lf of
20

2 1 UNS Electric, Inc.
22

23 August 14, 2007

24

25

26

27



1

2

the  Compa ny a nd ultima te ly to  the  cus tome rs  through its  EEl me mbe rs hip. This

information is  provided in Exhibit DJD-5 a ttached to my Rebutta l Testimony.

3

4 Als o the  Compa ny provide d a  pro forma  a djus tme nt re duc ing the  te s t-ye a r e xpe ns e

a s s oc ia te d with  EEl due s  for lobbying a c tivity ba s e d on the  mos t re ce nt informa tion

provide d  by EEl the ms e lve s . Th a t a d ju s tm e n t a lo n g  with  th e  a d d itio n a l UAR G

a djus tme nt me ntione d a bove  brings  the  te s t ye a r e xclus ion up to 48% of the  a nnua l EEl

e xpe ns e . I be lie ve  this  is  more  tha n a n a de qua te  re duction of te s t-ye a r cos t, e s pe cia lly

whe n  you  a pp ly Mr. S mith 's  be ne fit a rgume nt a nd  cons ide r tha t lobbying  e xpe ns e

probably benefits  cus tomers  jus t as  much or even more  than shareholders .

The  prima ry obje c tive  of a  group like  the  EEl a nd a  s ub-group like  UARG is  to be  a n

a dvoc a te  on  be ha lf o f its  e le c tric  c ompa ny me mbe rs .  UARG he lps  to  e ns ure  tha t

le gis la tion doe s  not re s ult in e xce s s ive  cos ts  a ga ins t the  Compa ny. Be ca us e  it is  the

Company's  cus tomers  who ultima te ly pay for cos t increa s e s  and/or increa s ed inves tment

driven by legis la tion, tax code  changes  or environmenta l s tanda rds  pas s ed tha t a ffect the

e le ctric  indus try. The re fore , EEl a nd UARG do provide  re a l be ne fits  to cus tome rs  a s

we ll a s  for the  e lectric companies .

J . Other Membership and Industry Association Dues (Staff Adjustment C-13).
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Q- Do you agree wi th Mr.  Sm i th 's adjustment  to remov e other  membership and

industry dues expenditures from test year activ ity?

Yes. These are expenses that were inadvertently missed in the review and preparation of

the Company's filing.
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l

2

the  Compa ny a nd ultima te ly to  the  cus tome rs  through its  EEl me mbe rs hip. This

information is  provided in Exhibit DJD-5 a ttached to my Rebutta l Testimony.

3

4 Also the  Compa ny provide d a  pro forma  a djus tme nt re ducing the  te s t-ye a r e xpe nse

a s socia te d with EEl due s  for lobbying a ctivity ba se d on the  mos t re ce nt informa tion

provide d by EEl the ms e lve s . Tha t a djus tme nt a long with  the  a dditiona l UARG

adjustment mentioned above brings the  test year exclusion up to 48% of the  annual EEl

expense . I be lieve  this  is  more  than an adequa te  reduction of tes t-year cost, especia lly

whe n you a pply Mr. S mith's  be ne fit a rgume nt a nd cons ide r tha t lobbying e xpe ns e

probably benefits customers just as much or even more than shareholders.

The  prima ry obje ctive  of a  group like  the  EEl a nd a  sub-group like  UARG is  to be  a n

a dvoca te  on be ha lf of its  e le ctric compa ny me mbe rs . UARG he lps  to e ns ure  tha t

legis la tion does  not re sult in excess ive  cos ts  aga ins t the  Company. Because  it is  the

Company's customers who ultimately pay for cost increases and/or increased investment

driven by legislation, tax code changes or environmental standards passed that affect the

e le ctric indus try. The re fore , EEl a nd UARG do provide  re a l be ne fits  to cus tome rs  a s

well as for the electric companies.

J . Other Membership and Industry Association Dues (Staff Adjustment C-13).

Q- Do you agree with Mr. Smith's adjustment to remove other membership and

industry dues expenditures from test year activity?
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Yes. These are  expenses that were inadvertently missed in the review and preparation of

the  Company's  filing.
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1 the  Compa ny a nd ultima te ly to  the  cus tome rs  through its  EEl me mbe rs hip. This

information is  provided in Exhibit DJD-5 a ttached to my Rebutta l Testimony.2

3

4 Als o the  Compa ny provide d a  pro forma  a djus tme nt re duc ing the  te s t-ye a r e xpe ns e

a s s oc ia te d with  EEl due s  for lobbying a c tivity ba s e d on the  mos t re ce nt informa tion

provide d  by EEl the ms e lve s . Th a t a d ju s tm e n t a lo n g  with  th e  a d d itio n a l UAR G

a djus tme nt me ntione d a bove  brings  the  te s t ye a r e xclus ion up to 48% of the  a nnua l EEl

e xpe ns e . I be lie ve  this  is  more  tha n a n a de qua te  re duction of te s t-ye a r cos t, e s pe cia lly

whe n  you  a pp ly Mr. S mith 's  be ne fit a rgume nt a nd  cons ide r tha t lobbying  e xpe ns e

probably benefits  cus tomers  jus t as  much or even more  than shareholders .

The  prima ry obje c tive  of a  group like  the  EEl a nd a  s ub-group like  UARG is  to  be  a n

a dvoc a te  on  be ha lf o f its  e le c tric  c ompa ny me mbe rs .  UARG he lps  to  e ns ure  tha t

le gis la tion doe s  not re s ult in e xce s s ive  cos ts  a ga ins t the  Compa ny. Be ca us e  it is  the

Compa ny's  cus tome rs  who ultima te ly pa y for cos t incre a s e s  a nd/or incre a s e d inve s tme nt

driven by legis la tion, tax code  changes  or environmenta l s tanda rds  pas s ed tha t a ffect the

e le ctric  indus try. The re fore , EEl a nd UARG do provide  re a l be ne fits  to cus tome rs  a s

we ll a s  for the  e lectric companies .

J . Other Membership and Industry Association Dues (Staff Adjustment C-13).
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Q. Do you agree with Mr. Smith's adjustment to remove other membership and

industry dues expenditures from test year activity?

Yes. These are expenses that were inadvertently missed in the review and preparation of

the Company's filing.

18
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s e e  by the  la rge  jump in the  twe lve  months  e nde d J une  2007, tha t it ca n be  ve ry vola tile

a nd is  like ly to be  much highe r in the  ne a r future .

Ba d De bt Expe nse  for UNS  Ele ctric

$ 426,405

s  296,428

$ 495,131

$ 356,982

$ 715,267

2004

2005

2006

Test Year

June 2006 to June 2007

B. A&G Capitalization (RUCO Adjustment No. 10).
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23

24

Mr. Du ke s  d o  yo u  h a ve  a n y c o m m e n ts  re g a rd in g  Ms . Dia z Co rte z's  p o s itio n  o n  A&G

Ca p ita liza tio n ?

Ye s . Ms . Dia z Corte z's  a rgume nt is  puzzling, she  continue s  to e qua te  this  a djus tme nt with

s om e  type  of double  re cove ry. This  is  a n ina ccura te  de pic tion. As  I p o in t  o u t  in  m y

Re butta l Te s timony, this  is  known a nd me a s ura ble  cha nge  in the  ca pita liza tion "ra te " for

sha re d se rvice s  de pa rtme nts  tha t impa cts  e xpe nse s  prospe ctive ly. This  ra te  cha nge  took

pla ce  a fte r the  te s t ye a r a nd the re fore  the  cos t ca pita lize d from ince ption of the  Compa ny

(Augus t 2003) th rough  the  e nd  of the  te s t ye a r we re  a ccura te  a nd  ba s e d  on  the  be s t

informa tion a t tha t time . it is  norma l for ca pita liza tion ra te s  for sha re d se rvice , ope ra tiona l

a nd cons truction de pa rtm e nts  to cha nge  ove r tim e . If Ms . Dia z Corte z 's  a rgum e nt we re

corre ct the n it would s ta nd to re a s on tha t ha d the  ca pita liza tion ra te  incre a s e d, Ms . Dia z

Corte z would be  a rguing tha t the  pros pe ctive  a djus tme nt s hould be  a dde d to ra te  ba s e . I

find it ha rd to imagine  tha t she  would a rgue  to add dolla rs  not ye t spent to ra te  ba se , a s  she

should not be  a rguing to remove  dolla rs  a lready prope rly capita lized.25

26

27
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s e e  by the  la rge  jump in the  twe lve  months  e nde d J une  2007, tha t it ca n be  ve ry vola tile

a nd is  like ly to be  much highe r in the  ne a r future .

Ba d De bt Expe nse  for UNS  Ele ctric

s  426,405

s  296,428

$ 495,131

s  356,982

s  715,267

2004

2005

2006

Test Year

June 2006 to June 2007

B. A&G Capitalization (RUCO Adjustment No. 10).
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Q. Mr. Dukes do you have any comments regarding Ms. Diaz Cortez's position on A&G

Capitalization?

Yes. Ms, Diaz Cortez's argument is puzzling, she continues to equate this adjustment with

some type of double recovery. This is an inaccurate depiction. As I point out in my

Rebuttal Testimony, this is known and measurable change in the capitalization "rate" for

shared services departments that impacts expenses prospectively. This rate change took

place after the test year and therefore the cost capitalized from inception of the Company

(August 2003) through the end of the test year were accurate and based on the best

information at that time. It is normal for capitalization rates for shared service, operational

and construction departments to change over time. If Ms. Diaz Cortez's argument were

correct then it would stand to reason that had the capitalization rate increased, Ms. Diaz

Cortez would be arguing that the prospective adjustment should be added to rate base, I

find it hard to imagine that she would argue to add dollars not yet spent to rate base, as she

should not be arguing to remove dollars already properly capitalized.

A.
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1

i

1

2

with capita l projects , then it follows tha t 70% or the ir cos t should be  a lloca ted to capita l

projects  and 30% will go to expense . You then do this  with a ll of the  support a reas  and

come up with a  percentage of total support cost to be spread to capital projects as a  credit

to A&G.

In this  particular adjustment the  Company has  normalized the  credit to tes t-year A&G to

re flect the  percentage  currently be ing applied tha t is  based on the  most recent s tudy of

how much of those  type s  of cos t should be  ca pita lize d. The  propose d ca pita liza tion

percentage is what the Company is currently using in the actual accounting records today.

Re ga rding Ms . Dia z Corte z c la im a bout double  re cove ry. As  I e xpla in a bove , we  a re

ta lking a bout the  cos t of s upport s e rvice s . And a  ce rta in pe rce nta ge  of thos e  cos ts  we re

ca pita lize d in the  pa s t. Like  a ny pa s t inve s tme nt, tha t pe rce nta ge  is  prope rly include d in

pla nt in  s e rvice  or CWIP . The  re ma ining  pe rce nta ge  wa s  e xpe ns e d a nd is  prope rly

re corde d in re ta ine d e a rnings . Howe ve r,  we  us e  a  h is to ric a l te s t ye a r to  s e t ra te s

"pros pe ctive ly" a nd we  the re fore  a djus t te s t-ye a r a c tivity to  re fle c t fixe d, known a nd

meas urable  changes  repre s enting activity tha t will re cto' when the  new ra te s  a re  in e ffect.

Thus  it is  appropria te  to re flect tha t change  in the  cos t of s e rvice  be ing e s tablis hed in this

case. The re  is  no double  re cove ry, be ca us e  the s e  a re  re curring cos ts . The s e  s upport

s e rvices  will be  the re  when thes e  ra te s  a re  in e ffect and our adjus tment accura te ly re flects

how thos e  expens es  will be  collected in the  future .

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Fina lly, I would note  tha t S ta ff did not cha lle nge  the  Compa ny's  a djus tme nt for A&G

Capita liza tion.
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1 11. REBUTTAL TO STAFF WITNESS RALPH c . SMITH.

2

3 Q.

4

Could you please summarize your view of the testimony filed by Mr. Ralph C. Smith

on behalf of Staff?

I disagree  with seve ra l of the  adjus tments  he  makes  in his  Direct Tes timony.

A. CARES Discount (Staff Adjustment C-1).

Q. Mr. Dukes, do you agree with Mr. Smith's adjustment to remove the impact of the

Company's proposed change in CARES discount structure?

No, Mr.  S m ith  a nd Ms .  McNe e ly-Kirwa n a re  re com m e nding tha t the  pre s e nt CARES

discount s tructure  be  re ta ine d a nd the  Compa ny's  propose d s tructure  be  re je cte d. UNS

Ele c tric  witne s s ,  D. Be ntle y Erdwurm , will be  dire c tly a ddre s s ing the S ta ff witne s se s '

proposa l in his  Re butta l Te s timony.

B. Remove Depreciation & Propertv Taxes for Construction Work in Progress

(¢cCWIP99) (Staff Adjustment C-2).

Q. Do you agree with Mr. Smith's adjustment to remove the Company's proposed

Depreciation and Property Tax adjustment for CWIP included in rate base?
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No. The  a djus tme nt is  dire ctly a s s ocia te d with the  inclus ion of CWIP  in ra te  ba s e  a s  a

pla nt ite m . Mr.  Ke n ton  C .  G ra n t is  the  Com pa ny's  witne s s  in  s upport o f inc lud ing

CWIP  in  ra te  ba s e , Be ca us e  CWIP  s hould be  inc lude d in  ra te  ba s e , the  Com pa ny's

deprecia tion and prope rty tax adjus tment should not be  adjus ted a s  Mr. S mith proposes .

2

A.

A.

A.
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1

1 E. CWIP Property Taxes (RUCO Income Statement Adi. No 11).

2
r
l

I

3

4

5

6

Q- Do you a gre e  with  Ms . Dia z Corte z's  a djus tme nt to  re duce  the  Compa ny's  propos e d

P rope rty Ta x a d ju s tm e n t fo r CWIP  in c lu d e d  in  ra te ba s e ?

No. The  a djus tme nt is  dire ctly a s s ocia te d with the  inclus ion of CWIP  in ra te  ba s e  a s  a

pla nt ite m. Mr. Ke nton C. Gra nt is  the  Compa ny's  witne s s  in s upport of the  inclus ion of

CWIP  in ra te  ba s e . Be ca us e  CWIP  s hould be  inc lude d in ra te  ba s e , the  Compa ny's

prope rty tax adjus tment s hould not be  adjus ted a s  Ms . Diaz Cortez propos es .

F . Corporate Cost Allocations (RUCO Income Statement Adjustment 12).

Q. Do you agree with Ms. Diaz Cortez's adjustment to reduce Corporate Cost

Allocations?

Partially. Ms. Diaz Cortez is proposing the exclusion of some cost that a portion of

which was allocated to UNS Electric indirectly from TEP. I disagree with the portion of

her adjustment to exclude a percentage of cost charged to UNS Electric for Meals,

Entertainment and Travel. These costs are nonna and recurring cost of doing business

related to business meetings, company-required travel and employee recognition.

However, because of the immaterial magnitude of the amount being excluded I am not

going to attempt to address which individual meal is a business expense or not.
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But I comple te ly dis a gre e  with the  portion of he r a djus tme nt re la te d to cos t a lloca te d to

UNS  Ele ctric for ite ms  cha rge d to "Adve rtis ing

Of the  $92,4l0 tha t Ms . Dia z Corte z ide ntifie d, I only a gre e  tha t $500 s hould be  e xclude d

which wa s  pa id to the  Tucs on Me tropolita n Cha mbe r of Comme rce . The  re ma ining

a mount is  re la te d to purcha s ing the  doma in na me  UNS .com, the  pre pa ra tion a nd printing

of the  UNS  a nnua l re port, ma te ria ls  for the  UNS  Boa rd of Dire ctors  a nd a  ca mpa ign to

-. Corporate  Rela tions/Communications".

A.
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1 E. CWIP  P ro p e rtv Ta xe s  (RUCO In c o m e  S ta te m e n t Ad i. No  11).

2

'a
J Q-

4

5

6

Do you a gre e  with  Ms .  Dia z  Corte z 's  a djus tm e nt to  re duce  the  Com pa ny's  propos e d

P ro p e rty Ta x a d ju s tm e n t fo r CWIP  in c lu d e d  in  ra te ba se ?

No. The  a djus tme nt is  dire ctly a s s ocia te d with the  inclus ion of CWIP  in ra te  ba s e  a s  a

pla nt ite m. Mr. Ke nton C. Gra nt is  the  Compa ny's  witne s s  in s upport of the  inclus ion of

CWIP  in  ra te  ba s e . Be ca us e  CWIP  s hould be  inc lude d in  ra te  ba s e ,  the  Com pa ny's

prope rty tax adjus tment should not be  adjus ted a s  Ms. Diaz Cortez proposes .

F . Corporate Cost Allocations (RUCO Income Statement Adjustment 12).

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Q- Do  y o u  a g r e e  w it h  Ms .  Dia z  C o r t e z ' s  a d ju s t m e n t  t o  r e d u c e  C o r p o r a t e  C o s t

Allo ca tio n s ?

P a rtia lly. Ms .  Dia z  Corte z  is  propos ing  the  e xc lus ion  of s om e  cos t tha t a  portion  of

which wa s  a lloca te d to UNS  Ele ctric  indire ctly from TEP . I dis a gre e  with the  portion of

he r a d jus tm e nt to  e xc lude  a  pe rce nta ge  of cos t cha rge d  to  UNS  Ele c tric  for Me a ls ,

Ente rta inme nt a nd Tra ve l. The se  cos ts  a re  norma l a nd re curring cos t of doing bus ine s s

re la te d  to  bus ine s s  m e e tings ,  c om pa ny-re qu ire d  tra ve l a nd  e m ploye e  re c ogn ition .

Howe ve r, be ca us e  of the  imma te ria l ma gnitude  of the  a mount be ing e xclude d I a m not

going to a ttempt to address  which individua l mea l is  a  business  expense  or not.

But I comple te ly dis a gre e  with the  portion of he r a djus tme nt re la te d to cos t a lloca te d to

UNS  Ele ctric for ite ms  cha rge d to "Adve rtis ing - Corpora te  Re la tions /Communica tions".

Of the  $92,410 tha t Ms. Dia z Corte z ide ntifie d, I only a gre e  tha t $500 should be  e xclude d

which wa s  pa id to  the  Tucs on Me tropolita n Cha m be r of Com m e rce . The  re m a ining

a mount is  re la te d to purcha s ing the  doma in na me  UNS .com, the  pre pa ra tion a nd printing

of the  UNS  a nnua l re port, ma te ria ls  for the  UNS  Boa rd of Dire ctors  a nd a  ca mpa ign to

A.

A.

25



1

2

promote  winte r e ffic ie ncy. All of the s e  ite ms  we re  le gitima te  corpora te  e xpe nditure s

prope rly a lloca te d to the  compa nie s  of UNS .

3

4 Accordingly, the  Compa ny will re fle ct a  re duction of $1,823 in its  re vis e d Corpora te  Cos t

Alloca tion a djus tme nt.

G. Valencia Turbine Fuel (RUCO Income Statement Adjustment 14).

Q- Do  yo u  a g re e  with  Ms . Dia z Co rte z 's  a d ju s tm e n t to  re m o ve  th e  Co m p a n y's

adjus tment for Valencia  turbine  fuel?

Ms. Diaz Cortez aga in cla ims  tha t the  Company would double  recove r if the  Va lencia

turbine  iii e l adjus tment is  included in the  Company's  cos t of se rvice . Ms. Diaz Cortez'

a rgume nt is  pa rticula rly confus ing be ca us e  unde r a ny of the  propos e d P P FAC

me cha nis ms  the  ultima te  a ctua l cos t of providing e ne rgy to the  cus tome rs  of UNS

Electric is  a ll tha t will be  passed on to the  cus tomers . The  Company proposes  tha t the

Valencia  fue l be  added to tes t-year expense  to more  accura te ly re flect the  base  cost of

Mel, purchased power and purchased ene rgy expected going forward. This  was  done

us ing the  fixe d, known a nd me a s ura ble  informa tion a va ila ble  a t the  time  of UNS

Electric's  ra te  applica tion. We  know tha t in the  future  when the  P innacle  West Capita l

Corpora tion contract expires  tha t those  cos t will fluctua te  and most like ly increase , but

that is  the  best information we had a t the  time of our filing.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

2 0

2 1

2 2

2 3

2 4

2 5

2 6

2 7

But, as I say above, that is only setting the base cost, ultimately the actual cost will go

into a deferred regulatory account and the customers will be charged the approved base

rate of fuel, purchased power and purchased transmission cost and any applicable PPFAC

charges in the future. The  ne t re s ult is  the  colle c tion of a c tua l cos t, with  no double

recovery »

26
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Revised

in RCS-6

Revised

After RCS-6Schedule Description Pages

Revenue Requirement Summa Schedules

A Calculation of Revenue Deficiency Sufficiency l Revised Revised

A-I Gross Revenue Conversion Factor I Revised Revived

B Adjusted Rate Base I Revised Revised

B.l Summa of Adjustments to Rate Base l Revised Revised

C Adjusted Net Operating Income I Re vis e d Revised

C.l Summa of Net Operating Income Adjustments 4 Revised Revised

D Capital Structure and Cost Rates 1 Revised Revised

Rate Base Adjustments

B-I Remove Construction Work in Progress l
B-2 Adjust CWIP for Plant in Serviceby End of Test Year I

B»3 Plant in Service AdditionSubjectto Reimbursement I Revised

B-4 Cash Working Capita) - Lead/Lag Study l Revised Revised

B-5 Accumulated Deferred Income Taxes I

Net Operating Income Adjustments

c- I Revenue Ad f ustment for CARES Discount I

C-2 *n Taxes for CWlPRemove D recition & Prop l

C-3 Depreciation & Prope Taxes for CWIP Found to be In-Service in the Test Year l
C-4 Fleet Fuel Expense 2 Revised Revised fa

C-5 Postage Expense I

C-6 Normalize Injuries andDamages Expense I Revised lb]

C-7 Incentive Compensation Expense I Revised III

C-8 SupplementalExecutive Retirement Plant(SERP) Expense l
C-9 Stock Based Compensation Expense l
C-I0 Prop Tax Expense I

C-ll Rate Case Expense I

c-12 Edison Electric Institute Dues 2

C-I3 Association DuesOtherMembership and Indus I

C-I4 Interest Synchronization I Revised Re vis e d

C-I5 DepreciationRates Correction 4

c-15.1 |D recitionRates Correction- Details of Company's Pre~CorrectionCalculation [RCS-2]

C-15.2 Depreciation Rates Correction - Details of Calculation Using Corrected Rates [RCS-2]

C-I6 Emergency Bill Assistance Expense l
c_17 MarkupAbove Cost in Charges fromAffiliate, SouthwestEnergy Services l Added

c-18 Bad Debt Expense 1 Added

c-19 Remove Double Count firm Outside Services-Demand Side Management I Added

C-20 Correct Year~End Accrual Expense Amount for Out-of-Period Expense I Added
Total Pages, Including Content Listing 41

Ia] Modified to utilize pro formaadjusted fleet fuel expense of$605,498 per UNSEwitnessDukes'rejoinder testimony at page 2.

Tb] Revised to agreewith the revisednonnalizd amountstated in UNSE witness Dukes'rejoinder testimony atpage 4

[cl I \Modifiedin res nae to UNSE witness Dukes' rejoinder testimony at page 7.

EXHIBIT

\

Attachment RCS-11

Staff Revised Accounting Schedules

Accompanying the Testimony of Ralph C. Smith

)

[RCS -2] Depreciation Rates Correction Support was filed in Attachment RCS-2 with Mr Smith's direct testimony.

Thatadditional supportingdetail has not changed, and is therefore not beingre-Eld with Mr. Smith's surrebuttal.
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Direct Testimony of Rodney L. Moore
UNS Electric Corporation
Docket No. E-04204A-06-0783

1 Representatives at seven office locations for a cost the Company

2 estimates at $321 ,640 per month for those four months.

3

4 After May t, 2005, Unisource Energy consolidated the call center

5 operations of UNS Gas, UNS Electric and TEP at an actual allocated cost

6 to UNS Electric of $362,013 per month for those eight months, a 12.55

7 percent increase in cost.

8

g RUCO does not agree that such a dramatic increase in costs is warranted

10 given that the integrated call center and customer service functions
g

11 continue to provide approximately the same quality of service, as did in-

12 house customer service.

13

14 Please continue and provide an explanation for RUCO's adjustment to the

15 allocated customer service costs.

16 RUCO is disallowing this expenditure because evidence provided by the

17 Commission Consumer Services Section indicates the quality of customer

18 service has not improved since the Unisource Energy choose to integrate

19 similar job functions among its affiliates. The Commission Consumer

20 Services Section Report ("Report") on UNS Electric states, in 2004, 15.3

21 percent of the consumer complaints were based on "quality of service"

22 issues,

23

z 24

A.

Q.

*



Direct Testimony of Rodney L. Moore
UNS Electric Corporation
Docket No. E-04204A-06-0783

1 As of May 23, 2007, the report states, 2007 year-to-date, 15.3 percent of

2 the consumer complaints are based on "quality of service" issues.

3

4 Since the Report does not demonstrate the improvements, enhancements

5

6

and synergy promoted by the Company as justification for the increased

expenditure has translated into increased customer satisfaction, RUCO is

7

8

removing any increase in this expense until the Company provides

documentation that the overall customer satisfaction level has improved.

9

10

11

As shown on Schedule RLM-8, column (T) and supporting Schedule RLM-

14, this adjustment decreased test-year expenses by $66,797.

12

13 Adjustments To Operating Expenses No. 20 - Non-Recurring/Atypical

14

15

16

17

18

Expenses

Please explain the basis for the adjustments you made to disallow non-

recurring and/or atypical operating expenses.

This is similar to an adjustment made in the UNS's recently filed Gas

Division rate case, Docket No. G-04204A-06-0463, where the Company

19 agreed that this is not a recurring or typical test-year expense.

20

21

22

23

Through the discovery process associated with the UNS Gas rate case,

Company witness Mr. Smith and I discussed line by line the general

ledger details provided by the Company in response to RUCO's data

Q.

A.

25



\ 7 c:

1/1 /06  - 12 /31 /06

_2ua 1ity of S e rvice : 4 4

Que ry:

Rodney,

Tota l

From: AL Arnezcua [Aamezcua@azcc.gov]
Sent: Wednesday, May 23, 2007 1:53 PM

Rodney Moore
Connie Walczak, Vicki Wallace, dcouture@tep.com, Al Amezcua

Subject' Query: UNS Electric consumer complaint

Qua lity of Se rvice : 31

The following is  the  information you requested regarding the  tota l number of compla ints  rece ived by
Consumer Services for Quality of Service  issues.

Tota l

Qua lity of Se rvice : 17

Tota l

Qua lity of Se rvice : 04

1/1/04 - 12/31/04

1/1/05 - 12/31/05

1/1/07 - 5/21/07

UNS Electric consumer compla int

111

121

130

Compla ints

I

Page 1 of 2

Tota l 26

The following is  a  ca tegory breakdown for the  Electric Quality of Service  Code:

(5) Quality of Service
5A Response Time
5B Misinformation
5C - Customer Service Contact
5D - Field or Premises Visit
5E - Outage or Interruptions
5F - Can't Reach Company
5G - Pressure or Voltage
5Z - Other

The  following numbe rs  re fle ct ELECTRIC only compla ints :

2004 17 "qua lity of se rvice" compla ints  out of a  tota l of 111 filed, or 15.3%

1,4186 -92.

I

nlv1-4rrw 1l1r 'r"u -|-rw-n-."~ r 1\1r"1 v-us » • ' aL I1 A.._- '7 I1n/fsnrvv.



I

I try; UNS Electric consumer compla int Page  2 of 2

2005 - 31 "quality of service" complaints out of a total of 121, or 25.6%.

006 - 44 "quality of service" compla ints  out of a  tota l of 130, or 33.8%.

2007 04 "qua lity of se rvice" compla ints  out of a  tota l of 26, or 15.3%.

Dave Couture  was provided this  information.

Thank you,

Al Amezcua
Public Utilitie s  Consume r Ana lys t II
Arizona  Corpora tion Commission
Utilitie s  Divis ion
(602)542-0842

This footnote confnns that this email
message has been scanned to detect malicious content. If you experience problems, please e~mail
postmaster@azcc.gov

/ _

I
1

Elle'//O-\Wnrr1\T TNR FH RCTR Tc\0ne1'v T TNS Fflenhic consumer cnmnlaint.hhn 7/19/2007
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Page 758

BEFORE THE ARIZONA CORPORATION COMMISSION

DOCKET no.
E-04204A-06-0783

IN THE MATTER OF THE APPLICATION
OF UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE
OF THE PROPERTIES OF UNS
ELECTRIC, INC. DEVOTED TO ITS
OPERATIONS THROUGHOUT THE STATE
OF ARIZONA AND REQUEST FOR
APPROVAL OF RELATED FINANCING. EVIDENTIARY

HEARING

)
)
)
)
)
)
)
)
)
)
)
)

At:

Date:

Phoenix, Arizona

September 14, 2007

Filed:

REPORTER'S TRANSCRIPT OF PROCEEDINGS

VOLUME V
(Pages 758 to 948 inclusive.)

INC.ARIZONA REPORTING SERVICE,
Court Reporting

Suite 502
2200 North Central Avenue

Phoenix, Arizona 85004-1481

By:Prepared for: Kate E. Baumgarth, RPR
Certified Reporter
Certificate No. 50582

*at



Page 907

1 talking about a total of 111 complaints filed with the ACC

2 consumer services in 2004 correct?u
I

Correct.A.3

4 And that is out of 93,000 customers forQ. Okay.

5 UNS Electric?

Yes.A.6

7 Q. So 111 divided by 93,000, that would be a pretty

8 low number; correct?

A. Yes.9

10 Q. Okay. And looking at -- well, 2006 we are

11 talking about a total of 130 complaints total for the

12 entire year of 2006?

A. Yes.13

14 Q. And for 2007 we are probably talking about --

15 well, you tell me, about the first four months of 2007,

16 since this report was submitted May 23rd?

A. Yes.17

18 Q. Okay. So if we were to extrapolate that number

19 out, 26 times 3, that would be a total of about 72

20 complaints?

A. -21 Yes

22 Q. So a drop from 130 total complaints to 72Okay.

23 complaints; correct?

A.24 Yeah, I indicated that, that there was certainly

25 more problems during the initial transition than there is

4
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3

4

5

6

7

8
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)
)
)
)
)
)
)
)
)
)

1 2

1 3

1 4

1 5 Re butta l Te s timony of

16

17 Thomas  J . Fe rry

18

19 on Behalf of

20

21 UNS  Ele ctric, Inc.

22

23 August 14, 2007

24

25

26

27



1

2

3

4

with the  Commiss ion. Howe ve r, the  "qua lity of se rvice " de s igna tion is  ra the r broa d a nd

includes  issues  tha t do not necessa rily involve  an inte raction with the  ca ll cente r. Issues

which may be  coded a  quality of service  compla int include  Fie ld or Premises Visit, Outage

or Interruptions, Voltage, and finally the  catch a ll ca tegory of Other.

5

6 Q- Why did the Company transfer its call center functions over to a consolidated call

center at TEP?7

8 A.

9

1 0

1 2

1 3

1 4

1 5

1 6

1 7
4

1 8

19

20

21

22

Firs t, UNS  Ele c tric  d id  not ha ve  a  ca ll ce nte r. The  Com pa ny ha d d iffe re nt phone  num be rs

fo r  va r io u s  lo c a tio n s  with in  Mo h a ve  a n d  S a n ta  C ru z  c o u n tie s . Th e  C o m p a n y wa s

s truggling  with  ca ll volum e  be fore  routing  cus tom e r ca lls  to  the  ca ll ce nte r. P re vious ly we

ha d thre e  to  s ix e m ploye e s  a t a  tim e  a ns we ring ca lls  - in  a ddition  to  o the r dutie s  - a t thre e

diffe re nt office s . Toda y the re  a re  norm a lly 65 cus tom e r s e rvice  re pre s e nta tive s  a ns we ring

c a lls  with  a  to ta l c a pa b ility o f 80  c us tom e r s e rvic e  re p re s e n ta tive s  a va ila b le  du ring  h igh

volum e  tim e s . The  pre vious  phone  s ys te m s  we re  only ca pa ble  of ha ndling 24 ca lls  a t once

coun ting  in te rna l tra ffic . The re  we re  fre que n t tim e s  tha t cus tom e r com pla ine d  a bou t no t

be ing  a b le  to  re a ch  a  re pre s e nta tive . Whe n a n  outa ge  occurre d  the  conditions  we re  e ve n

wors e  be ca us e  the  phone  s ys te m  would  quickly ove rloa d re s ulting  in  a  bus y s igna l for the

c us tom e r. The  c ons o lida te d  c a ll c e n te r ha s  237  line s  a nd  s oph is tic a te d  c a ll rou ting  a nd

m onitoring  e quipm e nt to  a s s ure  s e rvice  qua lity. Furthe rm ore , the  ca ll ce nte r e nvironm e nt

h a s  g re a tly im p ro ve d  e m p lo ye e  tra in in g  a n d  m o re  c o n s is te n t a p p lic a tio n  o f c o m p a n y

polic ie s . Th is  wa s  a  cha lle nge  in  the  ind ividua l bus ine s s  o ffice s  whe re  e m ploye e s  we re

pe rform ing m ultip le  ta s ks .

23

24

25

Basically, the system could not continue as it was configured with the high customer

growth the Company was experiencing and would have required a significant investment in

26

27

new systems, phone lines, personnel, facilities and increased staffing and supervision levels

to provide  adequate  customer service . This  was regardless whether ca ll center opera tions

4

w
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1

2

3

4

with the  Commiss ion. Howeve r, the  "qua lity of se rvice" de s igna tion is  ra the r broad and

includes  issues  tha t do not necessa rily involve  an inte raction with the  ca ll cente r. Issues

which may be  coded a  quality of service  complaint include  Fie ld or Premises Visit, Outage

or Interruptions, Voltage, and finally the  catch a ll ca tegory of Other.

5

6 Q~ Why did the Company transfer its call center functions over to a consolidated call

center at TEP?7

8 Firs t, UNS  Ele ctric did not ha ve  a  ca ll ce nte r. The  Compa ny ha d diffe re nt phone  numbe rs

9 fo r va rious  loc a tions  with in  Moha ve  a nd  S a n ta  Cruz  c oun tie s .

1 0

Th e  C o m p a n y wa s

s truggling with ca ll volume  be fore  routing cus tome r ca lls  to the  ca ll ce nte r. P re vious ly we

- in a ddition to othe r dutie s  - a t thre e

1 2

had three to six employees at a  time answering calls

different offices. Today there  are  normally 65 customer service  representa tives answering

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20

21

22

ca lls  with a  tota l capability of 80 cus tomer se rvice  representa tives  ava ilable  during high

volume times. The previous phone systems were only capable  of handling 24 calls  a t once

counting inte rna l tra ffic. There  were  frequent times  tha t cus tomer compla ined about not

be ing able  to reach a  representa tive . When an outage  occurred the  conditions were  even

worse  because  the  phone system would quickly overload resulting in a  busy signal for the

cus tomer. The  consolida ted ca ll cente r has  237 lines  and sophis tica ted ca ll routing and

monitoring equipment to assure  se rvice  qua lity. Furthermore , the  ca ll cente r environment

ha s  gre a tly improve d e mploye e  tra ining a nd more  cons is te nt a pplica tion of compa ny

policie s , This  was  a  cha llenge  in the  individua l bus iness  office s  where  employees  were

performing multiple  tasks .

23

24

25

26

27

Basically, the system could not continue as it was configured with the high customer

growth the Company was experiencing and would have required a significant investment in

new systems, phone lines, personnel, facilities and increased staffing and supervision levels

to provide adequate customer service. This was regardless whether call center operations

A.

4
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1 Iv. CUSTOMER SERVICE IMPROVEMENTS.

2

3 Q.

4

\ 5

6

Mr. Ferry, you mentioned the UNS Electric seeks to provide customers with safe,

reliable and affordable service. Please explain the steps UNS Electric has taken to

improve customer service since 2003.

UNS Electric has taken many steps and expended considerable resources to improve

customer service. Let me f irst point out what has been done to improve serv ice that

customers receive at our Call Center.

P re vious  to the  a cquis ition by UniS ource  Ene rgy, cus tome rs  who wishe d to spe a k with a

Compa ny re pre se nta tive  we re  re quire d to ca ll the  ne a re s t bus ine ss  office . Incoming ca lls

we re  ha ndle d by the  loca l bus ine ss  office . At be s t, this  me a nt tha t the  bus ine ss  office s  in

Kin s m a n ,  La ke  Ha v a s u  c ity a n d  No g a le s  re s p o n d e d  to  c u s to m e r s e rv ic e  c a lls  a

m a xim um  of e igh t (8 ) hours  pe r da y fo r five  (5 ) da ys  pe r we e k.  Add itiona lly,  e a c h

business  office  had its  own te lephone  number and procedures  for re sponding to ca lls .

r

UniS ource  Ene rgy ha s  s ta nda rdize d a nd ce ntra lize d the  ha ndling of incoming cus tome r

s e rvice  ca lls  to the  Ca ll Ce nte r. The  Ca ll Ce nte r, loca te d in Tucs on, ha ndle s  cus tome r

ca lls  for UNS  Ele ctric, UNS  Ga s , Inc. a nd TEP .

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

The  Ca ll Ce nte r ope ra te s  twe lve  (12) hours  pe r da y from 7 a m to 7 pm five  (5) da ys  pe r

we e k. An "a fte r-hours " s e rvice  is  a va ila ble  to cus tome rs  who ca ll in for e me rge ncie s  a t

any time . The  expanded hours have  been a  grea t benefit to our customers.

The Call Center employs over 75 customer service representatives and has 235 incoming

telephone lines. Each customer service representative receives thorough training on

handling customer calls, including emergency calls. As a result, UNS Electric customer

I

A.

6
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1

2

3 These

4

5

re pre s e nta tive s  ca n ha ndle  virtua lly a ny tra ns a ction a bout which a  cus tome r ma y ca ll,

inc luding re que s ts  for: (i) s e rvice  conne c tion, (ii) s e rvice  dis conne c tion, (iii) a ccount

ba la nce  inform a tion ,  (iv ) pa ym e nt a rra nge m e nts ,  a nd  (v) ou ta ge  re porting .

a dditiona l re s ource s  e nha nce  a ns we r tim e s  a s  we ll a s  provide  for e ffic ie nt a nd tim e ly

re solution of cus tome r conce rns , a nd re duce  the  cha nce s  tha t cus tome rs  re ce ive  a  busy

6 signal to the ir ca lls .

7

8

9

10

The Call Center has  a lso implemented a  24-hour toll free  number, (877-UES-4YOU), to

replace  the  multiple  numbers tha t customers would have  to utilize  to contact a  customer

service  representa tive . This toll free  number is  advertised and promoted by UNS Electric

for the benefit of its  customers.

12

13

14

15

I be lie ve  tha t a ll o f the s e  s te ps  ha ve  re s u lte d  in  s ubs ta n tia l im prove m e n t in  UNS

Ele ctric 's  cus tome r s e rvice . I furthe r be lie ve  tha t the  e xpe nse s  a s socia te d with the  Ca ll

Cente r a re  prudent and in the  best public inte re s t.

16

17 Q- Please describe how UNS Electric has implemented new or improved payment

18

19

20

options for customers.

UNS Electric has developed and implemented a wide variety of payment options in

response to customers' expanding and ongoing needs.

21

22

23

24

25

26

In addition to traditiona l payment options  customers  can now pay the ir bills : (i) "on-line"

through "UES e -bill" which can be accessed on the Company's website

(www.uesaz.com), (ii) with our automa tic dra ft program - "Sure , No-Hass le , Automa tic

Payment P lan" - known as  "SNAP", (iii) on-line  banking through the  customer's  bank of

choice , (iv) with a  credit or debit card e ither "on-line", or by te lephone , and (v) in person

27

A.

7
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II

1

2

3

4

with the  Commiss ion. Howeve r, the  "qua lity of se rvice" de s igna tion is  ra the r broad and

includes  issues  tha t do not necessa rily involve  an inte raction with the  ca ll cente r. Issues

which may be  coded a  quality of service  complaint include  Fie ld or Premises Visit, Outage

or Interruptions, Voltage, and finally the  catch a ll ca tegory of Other.

5

6 Q. Why did the Company transfer its call center functions over to a consolidated call

center at TEP?7

8

9

1 0

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20

2 1

22

Firs t, UNS  Ele c tric  d id  not ha ve  a  ca ll ce nte r. The  Com pa ny ha d diffe re nt phone  num be rs

fo r  va r io u s  lo c a tio n s  with in  Mo h a ve  a n d  S a n ta  C ru z  c o u n tie s . Th e  C o m p a n y wa s

s truggling  with  ca ll volum e  be fore  routing  cus tom e r ca lls  to  the  ca ll ce nte r. P re vious ly we

ha d thre e  to s ix e m ploye e s  a t a  tim e  a ns we ring ca lls  -. in  a ddition to othe r dutie s  ... a t thre e

diffe re nt office s . Toda y the re  a re  norm a lly 65 cus tom e r s e rvice  re pre s e nta tive s  a ns we ring

c a lls  with  a  to ta l c a pa b ility o f 80  c us tom e r s e rvic e  re p re s e n ta tive s  a va ila b le  du ring  h igh

volum e  tim e s . The  pre vious  phone  s ys te m s  we re  only ca pa ble  of ha ndling 24 ca lls  a t once

counting  in te rna l tra ffic . The re  we re  fre que n t tim e s  tha t cus tom e r com pla ine d  a bou t no t

be ing  a b le  to  re a ch  a  re pre s e nta tive . Whe n a n  outa ge  occurre d  the  conditions  we re  e ve n

wors e  be ca us e  the  phone  s ys te m  would quickly ove rloa d re s ulting in  a  bus y s igna l for the

cus tom e r. The  cons o lida te d  ca ll c e n te r ha s  237  line s  a nd  s oph is tic a te d  ca ll rou ting  a nd

m onitoring  e quipm e nt to  a s s ure  s e rvice  qua lity. Furthe rm ore , the  ca ll ce nte r e nvironm e nt

h a s  g re a tly im p ro ve d  e m p lo ye e  tra in in g  a n d  m o re  c o n s is te n t a p p lic a tio n  o f c o m p a n y

po lic ie s . Th is  wa s  a  cha lle nge  in  the  ind ividua l bus ine s s  o ffice s  whe re  e m ploye e s  we re

pe rform ing m ultip le  ta s ks .

23

24

25

26

Ba s ic a lly,  th e  s ys te m  c o u ld  n o t c o n tin u e  a s  it wa s  c o n fig u re d  with  th e  h ig h  c u s to m e r

growth the  Com pa ny wa s  e xpe rie ncing a nd would ha ve  re quire d a  s ignifica nt inve s tm e nt in

ne w s ys te m s , phone  line s , pe rs onne l, fa cilitie s  a nd incre a s e d s ta ffing a nd s upe rvis ion le ve ls

27 to provide adequate customer service. This was regardless whether call center operations

4

A.

z
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1

2

3

we re  me rge d  or no t. The  s o lu tion  tha t ma de  the  mos t s e ns e  wa s  to  tra ns fe r the

responsibilities to the  TEP call center and take  advantage of only paying that portion of the

fixe d cos t re la te d to wha t UNS Ele ctric use d ra the r tha n it ma king a ll of the  inve s tme nt

4 i[$e]f_

5

6 Q-

7 A.

Have costs and service levels changed?

Yes. Costs in total have increased, but the costs had to increase if we were to stay ahead of

8

9

10

incre a s ing ca ll volume s . UniS ource  Ene rgy chos e  to  inte gra te  the  ca ll ce nte r func tion

be ca us e  of the  inve s tme nt a nd te chnology a lre a dy in pla ce  a t the  e xis ting TEP  ca ll ce nte r

fa cility, ra the r tha n duplica te  a  ca ll ce nte r e ls e whe re . To do the  la tte r would ha ve  be e n le s s

11

12

13

cost-e ffective . Any new investment in additiona l s ta ff and technology equipment required

to provide  the  above service  levels  would have been even more  significant proportionate ly

to UNS Electric than the  existing a llocation of costs .

14

Q- Do you agree with Mr. Moore's assumption regarding training cost disallowance?15

16 A.

17

18

19

No. MARC tra ining is  jus t one  of a  core  s e t of tra ining initia tive s  to improve  e mploye e

skills . The  Company will continue  to provide  employee  tra ining and the  costs  of such will

be  ongoing, Tra ining is  ne ce s s a ry to e ns ure  re lia bility of s e rvice  a nd a  s a fe  work

e nvironme nt for our e mploye e s . The  type s  of tra ining we  typica lly will ha ve  e mploye e s

undertake include:20

21

22

23

24

25

26

supervisory and communications skills ,

extens ive  s a fe ty tra ining,

environmenta l educa tion re la ted to handling of haza rdous  s ubs tances  and protection

of protected plants  and animals , and

te chnica l job re la te d tra ining for cus tome r s e rvice  s pe cia lis ts  a nd re pre s e nta tive s ,

engineering, mete ring, cons truction and maintenance  personne l.

27

5
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1

2

H. Maintenance of Overhead Lines (RUCO Income Statement Adjustment 18).

3 Q.

4

Do you agree  with Mr. Moore 's  adjus tment to  tes t year overhead line  maintenance

expense?

No. This  appea rs  to be  a  mis-unde rs tanding of the  informa tion provided to Mr. Moore .

He  us e d a  four-ye a r a ve ra ge  to ca lcula te  a  norma lize d ove rhe a d line  ma inte na nce

expense . The  major flaw with tha t approach is  tha t the  2003 information is  for a  pa rtia l

year. In fact, from 2004 to 2006 (the  firs t three  full years  of opera tion for UNS Electn'c)

the  Ove rhead Line  Expense  ave raged about $1.054 million pe r yea r. Taking tha t into

considera tion, the  test-year activity is  in line  with expected levels .

1 . Non-Recurring/Atvpical Expenses (RUCO Income Statement Adjustment

am.

Q- Do you agree with Mr. Moore's adjustment for Non-Recurring/Atypical Expenses?

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

No, I do not. Mr. Moore  is  e xcluding ce rta in spe cific tra ining cos ts  tha t we re  incurre d

during the  te s t-yea r a s  non-recurring. Mr. Fe rry will provide  more  de ta il on this  issue  in

his  Re butta l Te s timony. But the  Compa ny is  highly re gula te d, growing tre me ndous ly

and continua lly adding new employees . So tra ining is  a lways  on-going and is  required

re gula rly for ma ny Compa ny e mploye e s . Tra ining cos ts  will ve ry like ly continue  to

increase  for the  foreseeable  future  and removing any of these  costs  from the  tes t year

would not be appropriate .

Q- Does that conclude your Rebuttal Testimony?

25

26

27

Yes.

A.

A.

A.

3 1
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Page 853

1 climate of spiraling utility costs to request the

2 ratepayers be burdened with the cost of this unique

3 retirement plan for a select group of employees who are

4 already receiving very lucrative salaries and benefits.

5 Number seven, RUCO's adjustment to test year

¢ RUCO removes inappropriate6 operating expenses

7 expenditures it deemed not necessary in the provisioning

8 of electric services.

This9 Number eight, maintenance of overhead line.

10 adjustments reflects the normalization of the expense that

11 is sufficiently volatile to require a test year

12 adjustment; however, RUCO agrees with the concern

13 expressed in the Company's rejoinder over the appropriate

14 parameters, therefore RUCO adjusted its calculation from a

15 four-year to a three-year average to acknowledge the

17

16 Company's testimony.

Number nine, customer service cost allocations.

18 RUCO disallows the Company's increase customer service

19 expenditures because additional costs were questionable as

20 to whether the customer base recognized a significant

21 enhancement in service.

22 Number ten, nonrecurring atypical expenses.

23 Pending the Company's late filing to provide adequate

24 documentation to reverse RUCO's position, RUCO selectively

25 excluded this one training expense which the Company

§
4

i
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Page 882

1 in your direct?

2 A. The year 2004 was 916,000, yes.

3 Q. And the year 2005 was 1.36 million approximately?

A.4 Correct.

5 Q. And the year 2006, the costs were about 1.010

6 million approximately?

7 Yes.A.

8 Q. So RUCO's new recommendation as we sit here today

9 is about 1.054 million

10 A. Correct.

11 more o r less?Q.

12 And because you understand now that the year 2003

13 was only a partial year; correct?

A.14 Correct.

15 Q. Okay. Let's move on to the performance enhance

16 program or PEP.

17 ALJ WOLFE: Mr. Gellman, do you mind taking a

18 break before you move to that area?

19 MR. GELLMAN: I don't have any problem with that,

20 Your Honor.

21 ALJ WOLFE: Let's come back at 3:05.

22 (Whereupon, a recess was taken from 2:50 p.m.

23 until 3:08 p.m.)

24 ALJ WOLFE: Okay. Let's go back on the record.

25 Mr. Gellman.

i
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S urre butta l Te s tim ony of Ra lph C. S m ith
Do c ke t No .  E -0 4 2 0 4 A-0 6 -0 _ 8 3
P a ge  41

l

2 Q.

3

4

5

6

7

8

9

10

11

12

13

C-17 Markup Above Cost for Charges from Affiliate, Southwest Energy Services

Your Direct Testimony at pages 42-43 described the need for an adjustment to

remove a 10 percent mark-up above cost related to charges to UNS Electric for

services provided by the affiliated company, Southwest Energy Services. Have you

quantified an adjustment for this?

Yes. As shown on Schedule C-17, I have removed $10,906 of expense, which is the test

year amount of mark-up related to SES charges that was stated in the Company's

supplemental response to data request STF 15.1. UNS Electric's supplemental response to

STF 15.1 identified that amount, but also stated that: "The mark-up represents 6.5% of

the total billings." I should note that the $10,906 used in this adjustment may be

understated and appears to represent considerably less than 6.5% of the total test year

direct and indirect billings to UNS Electric from the affiliate, SES. Staff has issued a

follow up data request STF 21 .3 to obtain further information concerning this.

14

15

1 6

1 7

Q-

A.

18

C -1 8 Ba d  De b t  Exp e n s e

P le a s e  d e s c rib e  yo u r a d ju s tm e n t  to  Ba d  De b t  Exp e n s e .

This  a d jus tm e nt wa s  m a de  to  re fle c t S ta ffs  a cce p ta nce  o f UNS  Ele c tric 's  re vis ion  to  its

Ba d Debt Expens e  a djus tm ent a s  re fe renced in Mr. Dukes ' Rebutta l Tes tim ony a t pa ges  2 l

19 and 22. Mr. Dukes agreed with RUCO's adjustment to Bad Debt Expense to the extent

20

2 1

22

23

that RUCO used net write~otlfs in its adjustment versus gross write-offs as the Company

did in its initial adjustment. In addition, Mr. Dukes' used a three-year average of net

write-offs in his revised Bad Debt Expense calculation. Therefore, as shown on Schedule

C-18, I have reduced Bad Debt Expense by $155,609.

A.

1
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1 I a m confide nt tha t RUCO be lie ve s  in continuous  e mploye e  de ve lopme nt provide d by

2 good training programs that improves service to customers.

3

4 Q-

5

6

7

8

9

1 0

11

Do  yo u  ag ree  with  Mr. Mo o re 's  ad ju s tmen t fo r u n n eces s a ry exp en s es ?

Not e ntire ly. The  Com pa ny did ca re fully re vie w the  work pa pe rs  provide d by Mr. Moore

a s  pa rt of our re sponse  to RUCO Da ta  Re que s t No. 5.01 a nd a gre e d to re moving a  numbe r

of e xpe nse s  for va rious  re a sons . We  provide d e xpla na tions  for othe r e xpe nse s  which Mr.

Moore  had a ssumed were  e ithe r extens ive  or inappropria te  because  he  did not have  backup

de ta ils  a va ila b le  in  h is  in itia l re v ie w. For e xa m ple , he  a s s um e d tha t purcha s e s  from

Wa lgre e n, Wa l-Ma rt or Hom e  De pot we re  ina ppropria te  while  we  ofte n us e  the s e  loca l

s tore s  for mis ce lla ne ous  office  s upplie s  or s ma ll tools  a nd ha rdwa re  for the  cons truction

1 2 crews. The Company often depends on businesses within the  communities we serve  as  a

1 3 source for supplies.

1 4

1 5

1

16

17

18

19

20

21

22

23

24

s 25

Mr. Moore  a ls o ignore d our e xpla na tion of me a ls  e ithe r purcha s e d in loca l re s ta ura nts  or

brought in to  office  m e e tings .l All of the s e  m e a ls  we re  for bus ine s s  re a s ons  or during

e mploye e  tra ining. Ma ny time s  our e mploye e s  work through the ir norma l pe rs ona l lunch

pe riod  in  o rde r to  c om ple te  a  p ro je c t o r tra in ing  s e s s ion . This  d ire c tly be ne fits  the

cus tome rs  be ca use  the  e mploye e s  a re  in fa ct be ing more  e fficie nt a nd productive . Ma ny of

our tra ining cla s se s  a re  conducte d in one  of our Northe rn Arizona  loca tions  for e mploye e s

from both UNS  Ele ctric a nd Ga s . This  is  le s s  cos tly for our cus tome rs  tha n conducting the

s a m e  cla s s e s  a t m ultiple  tim e s  in s e ve ra l loca tions . It is  unre a s ona ble  for Mr. Moore  to

s im ply re je c t va lid re a s ons  for s uch e xpe ns e s . F or e xa m ple ,  h is  de n ia l o f a  s pe c ific

e xpe ns e ,  s uch  a s  a  ba rbe que  grill,  ignore s  the  fa c t tha t it wa s  purcha s e d  to  conduc t

e mploye e  a ppre cia tion ha mburge r lunche s  following e xtra ordina ry e fforts  the se  e mploye e s

26

27

A.

I In fact, many of his "out of state" assumptions were in fact local restaurant charges.

6
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1 I a m confide nt tha t RUCO be lie ve s  in  continuous  e mploye e  de ve lopme nt provide d by

2 good tra ining programs  tha t improves  s e rvice  to cus tomers .

3

4 Q.

5

6

7

8

9

1 0

11

Do you agree  with  Mr. Moore 's  adjus tment for unneces s a ry expens es ?

Not e ntire ly. The  Compa ny did ca re fully re vie w the  work pa pe rs  provide d by Mr. Moore

as  pa rt of our re s pons e  to RUCO Da ta  Reques t No. 5.01 and agreed to removing a  number

of e xpe ns e s  for va rious  re a s ons . We  provide d e xpla na tions  for othe r e xpe ns e s  which Mr.

Moore  had a s s umed were  e ithe r extens ive  or inappropria te  becaus e  he  did not have  backup

de ta ils  a va ila b le  in  h is  in itia l re vie w. For e xa mple , he  a s s ume d tha t purcha s e s  from

Wa lgre e n, Wa l-Ma rt or Home  De pot we re  ina ppropria te  while  we  ofte n us e  the s e  loca l

s tore s  for mis ce lla ne ous  office  s upplie s  or s ma ll tools  a nd ha rdwa re  for the  cons truction

1 2 cre ws . The  Compa ny ofte n de pe nds  on bus ine s s e s  within the  communitie s  we  s e rve as  a

1 3 s ource  for s upplie s .

1 4

15

1 6

1 7

1 8

1 9

20

2 1

22

Mr. Moore  a ls o ignore d our e xpla na tion of me a ls  e ithe r purcha s e d in loca l re s ta ura nts  or

brought in to  office  me e tings ' All of the s e  me a ls  we re  for bus ine s s  re a s ons  or during

e mploye e  tra ining. Ma ny time s  our e mploye e s  work through the ir norma l pe rs ona l lunch

pe riod  in  o rde r to  comple te  a  p ro je c t o r tra in ing  s e s s ion . This  d ire c tly be ne fits  the

cus tome rs  be ca us e  the  e mploye e s  a re  in fa ct be ing more  e fficie nt a nd productive . Ma ny of

our tra ining cla s s e s  a re  conducte d in one  of our Northe r Arizona  loca tions  for e mploye e s

from both UNS  Ele ctric a nd Ga s . This  is  le s s  cos tly for our cus tome rs  tha n conducting the

s a me  cla s s e s  a t multiple  time s  in s e ve ra l loca tions . It is  unre a s ona ble  for Mr. Moore  to

23

24

25

s imply re je ct va lid re a s ons  for s uch e xpe ns e s . For e xa mple , h is  de nia l o f a  s pe c ific

e xpe ns e , s uch a s  a  ba rbe que  grill, ignore s  the  fa c t tha t it wa s  purcha s e d to  conduc t

e mploye e  a ppre cia tion ha mburge r lunche s  following e xtra ordina ry e fforts  the s e  e mploye e s

26

27
1 In fact, many of his "out of state" assumptions were in fact local restaurant charges.
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I

2

3

4

r

5

6

7

8

9

10

11

12

13

14

during a  se ve re  s torm se a son. The se  e mploye e s  ma de  those  e xtra ordina ry e fforts d ire c tly

for the  cus tome r's  be ne fit, We  a ll unde rs ta nd tha t hourly e mploye e s  a re  pa id for the  hours

the y work, but it is  my be lie f tha t s howing a ppre cia tion for e fforts  a bove  a nd be yond the

ca ll of duty is  not only the  right thing to do but a ls o tra ns la te s  to improve d s e rvice  to our

cus tome rs . Furthe rmore , it is  common in our sma ll communitie s  for e xe mpt e mploye e s  to

show up without be ing a ske d to work a long s ide  the  non-e xe mpt s ta ff ma king cus tome r ca ll

ba cks , de live ring food to cre ws  in the  fie ld , or supporting the  dispa tche rs  in tra cking s torm

re s tora tion progre s s  on ma ps . All o f th is  re s u lts  in  qu icke r powe r re s to ra tions  fo r our

cus tomers  and improved sa fe ty for our fie ld pe rsonne l.

Fina lly, a ir tra ve l for the  purpose s  of compa ny tra ve l be twe e n a  dis trict office  in Kinsma n

to the  Tucs on office  by a n e ngine e r or m a na ge r to  conduct bus ine s s  wa s  a ls o  de e m e d

ina ppropria te . Howe ve r, m a ny tim e s  the s e  we re  ve ry long s ingle -da y round trips  which

we re  in  fa c t m ore  productive  a nd le s s  e xpe ns ive  tha n driving five  hours  e a ch wa y a nd

s ta ying ove rnight.

Q, Does that conclude your rebuttal to Mr. Moore's Direct Testimony?

Yes, it does .

Iv. REBUTTAL TO STAFF WITNESS J ULIE IVICNEELY-KIRWAN.

15

16

17

18

19

2 0

2 1

2 2

2 3

24 A.

2 5

2 6

2 7

Q, Mr. Ferry, could you please summarize your review Staff witness Ms. McNeely

Kirwan's Direct Testimony?

Yes. I generally agree with most of  Ms, McNeely-Kirwan's recommendations. The

Company has suggested a number of changes to assist low income customers and agrees

with the recommendations to maximize participation by establishing communication with

Arizona Health Care Cost Containment System ("AHCCCS") to assist with identifying

A.

7
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